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IN THE MATTER OF THE APPLICATION
OF ARIZONA PUBLIC SERVICE
COMPANY FOR AN ORDER OR
ORDERS AUTHORIZING IT TO ISSUE
INCUR. AND AMEND EVIDENCES OF
LONG-TERM INDEBTEDNESS AND
SHORT-TERM INDEBTEDNESS, TO
EXECUTE NEW SECURITY
INSTRUMENTS TO SECURE ANY SUCH
INDEBTEDNESS. TO REPAY AMOUNTS
PAID UNDER ANY PINNACLE WEST
CAPITAL CORPORATION GUARANTEE
OF ARIZONA PUBLIC SERVICE
COMPANY INDEBTEDNESS AND FOR
DECLARATORY ORDER1 4
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Arizona Public Service Company ("APS" or the "Company") and Pinnacle West

Capital Corporation ("Pinnacle  West"), co-applicants  herein, hereby give notice of the

following lis t of witnesses  and exhibits  tha t they intend to present a t the  scheduled

evidentiary hearing in this matter on July 23, 2007

Witness Barbara M. Gomez. Vice President and Treasurer, APS and Pinnacle

27
Exhibits (attached hereto at Tabs 1-3)

1. Verified Application, filed on December 15, 2006

E
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2. APS Comments  on S ta ff Report, filed on May 29, 2006.

3. Public Notice  of He a ring, file d on July 6, 2007.

RESPECTFULLY SUBMITTED this 18th day of July, 2007.

P INNACLE WES T CAP ITAL CORP ORATION
LAW DEP ARTMENT

- /_ v 7¢¢,¢4,@./,1
Thomas L. maw
Meghan H. Grabel

Attorneys for Arizona Public Service Company

By:

/

S NELL & WILMER, L.L.P

By: WE
Matthew P. Feeney

Attorney for Pinnacle West CapitleTI Corporation

ORIGINAL and thirteen (13) copie s
of the  foregoing filed this  18th day of
July, 2007, with:

Docket Control
ARIZONA CORPORATION commlsslon
1200 West Washington Street
Phoenix, Arizona 85007

AND copie s  of the  fore going ma ile d, ha nd-de live re d,
fa xe d or tra ns mitte d e le ctronica lly this  18th da y of
J uly, 2007 to:
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Janet Wagner
Le ga l Divis ion
ARIZONA CORP ORATION COMMIS S ION
1200 West Washington
Phoe nix, Arizona  85007-2996
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Ernest G. Johnson
Dire ctor, Utilitie s  Divis ion
ARIZONA CORP ORATION COMMIS S ION
1200 West Washington
Phoe nix, Arizona  85007-2996
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Verified Applica tion



IN THE MATTER OF THE APPLICATION
OF PINNACLE WEST CAPITAL
CORPORATION FOR AN ORDER OR
ORDERS AUTI-IORIZING IT TO
GUAR.ANTEE THE INDEBTEDNESS OF
ARIZONA PUBLIC SERVICE COMPANY
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IN THE MATTER OF THE APPLICATION
OF ARIZONA PUBLIC SERVICE
COMPANY FOR AN ORDER OR
ORDERS AUTHORIZING IT TO ISSUE,
INCUR, AND AMEND EVIDENCES OF
LONG-TERM INDEBTEDNESS AND
SHORT-TERM INDEBTEDNESS, TO
EXECUTE NEW SECURITY
INSTRUIVHENTS TO SECURE ANY SUCH
INDEBTEDNESS, TO REPAY AMOUNTS
PAID UNDER ANY PINNACLE WEST
CAPITAL CORPORATION GUARANTEE
OF ARIZONA PUBLIC SERVICE
COMPANY INDEBTEDNESS AND FOR
DECLARATORY ORDER

VERIFIED APPLICATION

Arizona Corporation Commission
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P urs ua nt to S e ctions  40-285, 40-301, a nd 40-302 of the  Arizona  Re vis e d S ta tute s

("A.R .S . "),  Ariz o n a  P u b lic  S e rvic e  C o m p a n y (th e  "C o m p a n y") h e re b y file s  th is

Applica tion s e e king one  or more  orde rs  which, toge the r, will a uthorize  the  Compa ny to:

(i) incur the  Continuing  Long-Te rm De bt- (a s  de fine d  he re in), (ii) re de e m, re fina nce ,

re fund, re ne w, re is s ue , roll-ove r, re pa y, a nd re -borrow ha m time  to time  s uch Continuing

Long-Te rm De bt, a nd e s ta blis h a nd a me nd the  te rms  a nd provis ions  of Continuing Long-

Te rm De bt from time  to  time , (iii) incur the  Continu ing  S hort-Te rm De bt (a s  de fine d

he re in), (iv) re de e m, re fina nce , re fund, re ne w, re is s ue , roll-ove r, re pa y, a nd re -borrow

from time  to time  s uch Continuing S hort-Te rm De bt, a nd e s ta blis h a nd a me nd the  te rms
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a nd provis ions  of Continuing S hort-Te rm De bt from time  to time , (v) de te rmine  the  form

Of s e curity, if a ny, for the  Continuing Long-Te rm De bt a nd the  Continuing S hort-Te rm

De b t,  e xe cu te  a nd  de live r one  o r More  S e curity Ins trume n ts  (a s  de fine d  he re in ) in

conne ction with the  Continuing Long-Te rm De bt a nd the  Continuing S hort-Te rm De bt

a nd e s ta blish a nd a me nd the  te rns  a nd provis ions  of a ny such S e curity Ins trume nts  from

time  to time , a nd (vi) re imburs e  a ny a mounts  pa id by P inna cle  We s t Ca pita l Corpora tion

("P imlacle  Wes t") unde r any Gua rantee  (a s  de fined he re in)

AP S  fu rth e r re q u e s ts  a  d e c la ra to ry o rd e r th a t co n firms  th a t o n ly tra d itio n a l

inde bte dne s s  for borrowe d mone y (a nd not the  othe r type s  of a rra nge me nts  de scribe d in

pa ra gra ph 13 of this  Applica tion) cons titute s  a n "e vide nce  of inde bte dne s s " unde r A.R.S

Se ctions  301 a nd 302 a nd tha t, the re fore , such othe r a rra nge me nts  (of the  type  de scribe d

in pa ra gra ph 13) ne ithe r re quire  prior Commis s ion a uthoriza tion nor count a ga ins t the

Continuing Long-Te nn De bt or ContMuMg S hort-Te rm De bt a uthoriza tions  re que s te d in

this  Applica tion

P ursua nt to A.A.C. R14-2-806, P iNna cle  We s t he re by tile s  this  Applica tion se e king

a n ongoing wa ive r of or a uthoriza tion unde r A.A.C. R14-2-803 to a llow P inna cle  We s t to

gua rantee  the  indebtedness  of the  Company from time  to time

AP S  a nd P inna cle  We s t re que s t is s ua nce  of the  orde r or orde rs  s ought in  th is

App lica tion  no  la te r tha n  J une  30 , 2007  s o  tha t AP S  will ha ve . s u ffic ie n t fina nc ing

a uthority to  s upport its  obliga tions  without in te rruption. AP S  a nd P inna cle  We s t a ls o

re que s t tha t the  orde r or orde rs  s ought in this  Applica tion be come  e ffe ctive  imme dia te ly

upon the  issuance  the reof

1 1 .  S UP P O RTING  S TATE ME NTS
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In s upport of this  Applica tion, the  Compa ny a nd P inna cle  We s t re s pe ctfully s ta te

a s  follows

Both the  Compa ny a nd P inna cle  We s t a re  corpora tions  duly orga nize d a nd

e xis ting unde r the  la ws  of the  S ta te  of Arizona . The ir principa l pla ce  of bus ine s s  is  400

Hull
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No rth  F ifth  S tre e t ,  P h o e n ix ,  Ariz o n a ,  8 5 0 0 4 ,  a n d  th e ir p o s t  o ffic e  a d d re s s  is  P .O .  Bo x

53999,  P hoe nix,  Arizona  85072-3999.

2 . The  Com pa ny is  a  public  s e rv ice  corpora tion  princ ipa lly e nga ge d  in  s e rv ing

e le c tric ity in  the  S ta te  of Arizona .

3 . The  Com pa ny is  a  wholly-owne d s ubs id ia ry of P inna c le  We s t.

4 . O n O c tobe r 18 ,  2006 ,  e a ch  of the  Com pa ny's  a nd  P inna c le  We s t's  Boa rd  of

Dire c tors  a pprove d  the  filing  of Mis  Applica tion  with  the  Com m is s ion .

5. The  a ttorney for the  Company in this  proceeding is  Thomas  L. Mum aw.

The attorney for Pinnacle West in this proceeding Robert J . Metli of Snell & Wilmer LLP.

6. This  Applica tion is  supported by the  Affidavit of Barba ra  M. Gomez, the

Vic e  P re s ide n t a nd  Tre a s u re r o f bo th  the  Com pa ny a nd  P inna c le  W e s t (the  "Affida v it"),

which is  a tta che d he re to a s E x h ib it  A.

7 . Th e  C o m m is s io n ' s  De c is io n  No .  5 5 0 1 7 ,  d a te d  Ma y 6 ,  1 9 8 6  ( th e  "1 9 8 6

Orde r"),  a llows  the  Com pa ny, a m ong othe r th ings ,  to  ha ve ,  a t a ny one  tim e  outs ta nding in

1 9 8 6  o r th e re a fte r,  lo n g -te rm  in d e b te d n e s s  (in c lu d in g  c u rre n t m a tu ritie s  th e re o f) in a n

a ggre ga te princ ipa l a m ount o f up  to  $2 ,698 ,917 ,000 .  S uch  a u thoriza tion  a ls o  pe rm its  a ny

re de m ptions ,  re tina nc ings ,  re fund ings ,  re ne wa ls ,  re is s ua nce s ,  a nd  ro ll-ove rs  o f a ny s uch

outs ta nding inde bte dne s s ,  the  incurre nce  or is s ua nce  of a ny long-te rm  inde bte dne s s ,  .a nd

th e  a m e n d m e n t  o r re v is io n  o f a n y te rm s  o r p ro v is io n s  o f o r re la t in g  to  a n y lo n g -te rm

inde bte dne s s ,  a long a s  to ta l long-te rm  inde bte dne s s  a t a ny one  tim e  outs ta nding doe s  not

e xc e e d  $ 2 , 6 9 8 , 9 1 7 , 0 0 0  d u rin g  a n y p e rio d  o f m o re  th a n  th ir ty d a ys .  Th e  1 9 8 6  O rd e r

s p e c ifie s  th a t  th e  n a tu re  a n d  te rm s  o f a ll s u c h  is s u a n c e s  a n d  s a le s  o f s u c h  lo n g -te rm

in d e b te d n e s s  m a y b e  d e te rm in e d  b y th e  C o m p a n y b y re fe re n c e  to  c o n d it io n s  in  d ie

fin a n c ia l m a rke ts  a t  th e  t im e  o r t im e s  o f s u c h  is s u a n c e s .  A c o p y o f th e  1 9 8 6  O rd e r is

a tta che d to this  Applica tion a s E xh ib it  B.

8 . In  C o m m is s io n  De c is io n  No .  6 5 7 9 6 ,  d a t e d  Ap r il  4 ,  2 0 0 3  ( t h e  "2 0 0 3

F in a n c in g  O rd e r"),  th e  C o m m is s io n  a u th o riz e d  th e  C o m p a n y to  is s u e  $ 5 0 0  m illio n  o f
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1 long-te rm debt and to loan the  proceeds  the reof to P innacle  Wes t or P innacle  Wes t Ene rgy

2 Corpora tion  ("P WEC") fo r the  pu rpos e  o f re pa ying  P inna c le  We s t de b t incu rre d  to

3 I fina nce  cons truction of the  Arizona  e le ctric ge ne ra ting pla nts  built to  s e rve  AP S  na tive

4 loa da nd owne d by P WEC a nd tha t we re  la te r tra ns fe rre d  to  the  Compa ny. In  Ma y of

5 2003, the  Compa ny is s ue d $300 million of its  4.650% Note s  due  2015 a nd $200 million

6 of its  5.625% Note s  due  2033 (the  "2003 Fina ncing Orde r De bt")'. The  2003 Fina ncing

7 Orde r spe cifie d tha t the  2003 Fina ncing Orde r De bt would not be  counte d a ga ins t the  the n

8  I e xis ting  continu ing  de bt limits  a u thorize d  by the  Commis s ion  in  the  1986  Orde r. The

9 incre a s e d a mount re que s te d for the  Continuing Long-Te rm De bt limit in this  Applica tion

10 include s  the  2003 Fina ncing Orde r De bt. The  1986 Orde r a nd the  2003 Fina ncing Orde r

a re  re fe rre d  to  he re in  a s the "Orde rs ." The  Affida vit de s cribe s  the  be ne fits  to  the

Compa ny a nd its  cus tome rs  tha t ha ve  de rive d from the  Orde rs  during the  twe nty ye a rs

s ince  the  1986 Orde r wa s  is s ue d. S e e  "Be ne fits  of His torica l Fina ncia l Fle xibility" in the

Affida vit

9 In vie w of the  growth of the  Compa ny a nd its  cus tome r ba s e  during the  20

ye a r pe riod following the  is s ua nce  of the  1986 Orde r, a s  we ll a s  cha nge s  in  fina ncia l

ma rke t conditions , the  Compa ny re que s ts  Commiss ion a uthoriza tion to incre a se  the  long

te rm inde bte dne s s  limita tion s e t forth in the  1986 Orde r, s o tha t the  Compa ny ma y ha ve

a t a ny one  time  outs ta nding from the  da te  of s uch a uthoriza tion or.the re a fte r, up to a n

a ggre ga te  principa l a mount of long-te rm inde bte dne s s  of $4.2  billion. Th e  Affid a vit

de scribe s  the  Compa ny's  outs ta nding long-te rm inde bte dne ss , the  re a sons  for its  re que s t

for a dditiona l fina ncing a uthority, a nd the  ba s is  of the  re que s te d incre a s e . S e e  "AP S

Long-Te rm De bt Fina ncing Ne e ds " in  the  Affida vit. The  Compa ny re que s ts  tha t s uch

a uthoriza tion pe rmit a ny re de mptions , re fina ncings , re fundings , re ne wa ls , re is s ua nce s

roll-ove rs , re pa yme nts , a nd re -borrowings  of a ny s uch outs ta nding inde bte dne s s , the

incurre nce  or is s ua nce  of a ny a dditiona l long-te rm inde bte dne s s , a nd the  e s ta blis hme nt

Although the loan from APS to PWEC has subsequently been repaid in full, the above APS debt issuances remain
outstanding

4



1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

2 8

a me ndme nt, o r re vis ion  of a ny te rms  or provis ions  of or re la ting  to  a ny long-te rm

inde bte dne s s , a s  long a s  tota l long-te rm inde bte dne s s  (including curre nt ma turitie s

the reof) a t any one  time  outs tanding does  not exceed $4.2 billion for any pe riod of more

tha n thirty da ys . S uch a uthoriza tion will a llow the  Compa ny to ma inta in its  fle xibility to

re fund a nd/or incur or is sue  long-te rm inde bte dne ss  a s  ma rke t conditions  dicta te . At no

time , however, will the  Company be  able  to exceed the  proposed long-te rm indebtedness

lim ita tio n  fo r a n y p e rio d  o f m o re  th a n  th irty d a ys  with o u t fu rth e r C o m m is s io n

authoriza tion. (All long-te rm indebtedness  outs tanding on the  da te  of the  orde r or orde rs

of the  Commis s ion  in  th is  ma tte r o r the re a fte r is s ue d  or incurre d  purs ua nt to  th is

pa ra gra ph be ing he re in re fe rre d to a s  "Continuing Long-Te rm De bt.") The  a uthoriza tion

s ought in  th is  pa ra gra ph 9  would s upe rs e de  the  long-te rm inde bte dne s s  limita tion

a udiorize d by the  1986 Orde r a nd would be  inclus ive  of the  de bt is sue d pursua nt to the

2003 Financing Order

10. A.R.S . Section 40-302.D a llows  the  Company to issue  short-te rm debt in an

a mount not to e xce e d 7% of its  ca pita liza tion without Commis s ion a pprova l. Howe ve r

S e c tio n  4 0 -3 0 2 .D re s tric ts  th e  re fu n d in g  o r ro ll-o ve r o f a n y s u ch  n o te s . The

Commiss ion's  De cis ion No. 54230, da te d Nove mbe r 8, 1984 (the  "l984 Orde r"), a llows

the  Company to re issue , renew, and rese ll any such short-term indebtedness and to refund

re fina nce , a nd roll-ove r a ny such short-te rm inde bte dne s s  with or into a dditiona l short

te rm inde bte dne s s , a s  long a s  s uch 7% limit is  not e xce e de d. The  Compa ny re que s ts

a uthority to is s ue  s hort-te rm de bt a t a ny time  a nd from time  to time  (e xcluding curre nt

ma turitie s  of long-te rm de bt) in  a n  a mount not to  e xce e d the  s um of: (i) 7% of the

Compa ny's  ca pita liza tion a nd (ii) $500 million. The  Affida vit de s cribe s  the  Compa ny's

outs tanding short-te rm indebtedness , the  rea son for its  reques t for additiona l short-te rm

financing authority, and the  bas is  of the  reques ted increase . See  "APS' Short4Term Debt

Financing Needs" in the  Affidavit. The  Company reques ts  tha t such authoriza tion pe rmit

any redemptions , re financings , re fundings , renewals , re issuances , roll-overs , repayments

and re-borrowings of any such outstanding indebtedness, the  incurrence  or issuance of any
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a dditiona l short-te rm inde bte dne ss , a nd the  e s ta blishme nt, a me ndme nt, or re vis ion of a ny

te rms  or provis ions  of or re la ting to a ny s hort-te rm inde bte dne s s , a s  long a s  tota l s hort

te rm inde bte dne s s  a t a ny one  time  outs ta nding (e xcluding curre nt ma turity of long-te rm

de bt) doe s  not e xce e d, for a ny pe riod of more  tha n thirty da ys , the  s um of: (i) 7% of the

Compa ny's  ca pita liza tion a nd (ii) $500 million without furthe r Commis s ion a uthoriza tion

(All s ho rt-te rm inde b te dne s s  ou ts ta nd ing  on  the  da te  o f the  o rde r o r o rde rs  o f the

Commis s ion in  th is  ma tte r or the re a fte r is s ue d or incurre d purs ua nt to  th is  pa ra gra ph

be ing he re in re fe rre d to a s  "Continuing S hort-Te rm De bt.")

11. The  Compa ny propos e s  to  de te rmine  the  na ture  of the  Continuing Long

Te rm De b t a nd  Con tinu ing  S hort-Te rm De b t (o r the  ind ividua l compone n ts  o f e a ch

is s ua nce  of Continuing Long-Te rm De bt or Continuing S hort-Te rm De bt), the  ma turitie s

the re of the  in te re s t a nd/or d is count ra te s  the re on, the  ne ce s s ity for a nd form of a ny

s e curity the re for, the  a pplica ble  fina ncia l ma rke ts  (e .g., whe the r dome s tic or fore ign) or

le nde rs , the  na ture  (e .g., whe the r public or priva te ) of the  offe rings  or borrowings , a nd the

type  or type s  of tra ns a ction  in  which  de bt would  be  s o ld  or incurre d  by re fe re nce  to

conditions  in  the  fina ncia l ma rke ts  a t the  time  or time s  of commitme nt or s a le . Te rms

wou ld  be  ne go tia te d  with  the  in te n t o f ob ta in ing  the  mos t fa vo ra b le  re s u lts  fo r the

Compa ny a nd its  cus tome rs . The  s e curity, if a ny, for a ny s uch de bt by the  Compa ny

could cons is t of a  mortga ge  or othe r lie n a s  discusse d in pa ra gra ph 12 be low or a  le tte r of

credit of a  third pa rty, bond purchase  agreement, or othe r security ins trument

12. In  th e  e ve n t th a t th e  ra tin g  o n  th e  C o mp a n y's  lo n g -te rm  u n s e c u re d

inde bte dne s s  is  ra te d non-inve s tme nt gra de  or if ma rke t conditions  othe rwise  dicta te , the

Compa ny Ma y find  it ne ce s s a ry or a dva nta ge ous  to  s e cure  a ll o r a ny portion  of the

,Con tinu ing  Long-Te rm De b t a nd  the  Con tinu ing  S hort-Te rm De b t. The  Compa ny

re que s ts  a uthority to e nte r into a  ne w mortga ge  a nd de e d of trus t or s imila r ins trume nt tha t

e s ta blis he s  a  lie n on a ll or s ubs ta ntia lly a ll of the  Compa ny's  prope rly, including a fte r

a cquire d prope rty, a s  s e curity for a ll or a ny pa rt of the  Comp'a ny' s  inde bte dne s s . The

Compa ny a ls o re que s ts  a uthority to e nte r into s e pa ra te  s e curity ins trume nts  of va rious



1 type s  tha t e s ta blish lie ns  on se pa ra te  prope rtie s  or groups  of prope rtie s  of the  Compa ny to

2 s e cure  pa rticula r is s ue s  or groups  of is s ue s  of inde bte dne s s . (Any s uch mortga ge  a nd

3 de e d of tnls t or othe r s e curity ins trume nt to be  e nte re d into purs ua nt to this  pa ra gra ph

4 be ing he re in re fe rre d to a s  a  "S e curity lns trume nt.") Any s uch S e curity Ins trume nt ma y

5 be  used to secure  indebtedness  previous ly issued a s  we ll a s  new indebtedness  is sued a fte r

6 the  da te  of the  fina ncing orde r re que s te d by this  Applica tion. The  Affida vit de s cribe s  the

7 mortga ge  a nd de e d of trus t pre vious ly u tilize d  by the  Compa ny a nd its  te rmina tion in

8 2004, a nd furthe r de s cribe s  the  ba s is  a nd ra tiona le  for the  re que s ts  in this  pa ra gra ph 12

9 See  pa ragraphs  13 and 22 in the  Affidavit

10 13. The Affid a vit describes re ce nt changes in a ccounting rule s a nd

11 in te rpre ta tions  tha t ha ve  a lte re d  a nd ma y continue  to  a lte r the  ba s is  for tre a tme nt of

12 va rious  fina ncia l a rra nge me nts  a s  inde bte dne s s . For e xa mple , the  Affida vit de s cribe s

13 | Ce rta in circums ta nce s  in  which a  long-te rm powe r purcha s e  a gre e me nt, long-te rm fue l

14 supply contra ct, or s imila r a gre e me nts . ma y be  tre a te d a s  a  ca pita l le a se  or a  subs ta ntive

15 consolida tion a nd thus  be  tre a te d a s  inde bte dne ss  on the  Compa ny's  ba la nce  she e t unde r

16 Ge ne ra lly Acce pte d Accounting P rinciple s . The  Compa ny re que s ts  tha t the  Commis s ion

17 confirm tha t on ly tra d itiona l inde bte dne s s  for borrowe d mone y (a nd  not the  type s  of

18 a rra nge me nts  de scribe d in the  pre ce ding se nte nce ) is  subje ct to A.R.S . S e ctions  301 a nd

19 302  a nd  tha t, the re fore , s uch  o the r a rra nge me nts  will no t re qu ire  p rio r Commis s ion

20 a uthoriza tion or count a ga ins t the  Continuing Long-Te rm De bt a uthoriza tion re que s te d in

21 this  Applica tion. The  Affida vit furthe r de s cribe s  the  ba s is  a nd ra tiona le  for AP S ' re vue s ts

22 in this  pa ra gra ph 13. S e e  pa ra gra ph 21 in the  Affida vit

23 14. From time  to time , it ma y be  a dva nta ge ous  for P inna cle  We s t to gua ra nte e

24 de bt is sue d, incurre d, or sold by the  Compa ny. P inna cle  We s t re que s ts  e ithe r a n ongoing

25 wa ive r of A.A.C. Rule  14-2-803 in  tha t re s pe ct or, a lte rna tive ly, tha t the  Commis s ion

26 e xpre s s ly gra nt to P inna cle  We s t a uthority to gua ra nte e  the  Compa ny's  de bt from time  to

27 time  in inde te rmina te  a mounts  (the  "Gua ra nte e s"). The  Compa ny a lso se e ks  a uthoriza tion

28 to re imburs e  P inna cle  We s t for a ny a mounts  tha t P inna cle  We s t is  re quire d to pa y unde r



III

a ny such Gua ra nte e , a long with inte re s t on such a mounts  until the  da te  of re imburse me nt

a t a  ra te  not grea te r than the  ra te  of inte res t payable  on the  debt so Guaranteed and pa id by

P inna cle  We s t. The  Affida vit de s cribe s  ce rta in  of the  circums ta nce s  in  which  s uch a

Gua ra nte e  ma y be  re quire d or a dva nta ge ous  a nd furthe r de scribe s  the  ba s is  a nd ra tiona le

for the  re que s ts  in this  pa ra gra ph 14. Se e  pa ra gra ph 23 in the  Affida vit

Purposes

15. Th e  C o m p a n y p ro p o s e s  th a t th e  n e t p ro c e e d s  fro m  its  is s u a n c e  o f

Continuing Long-Te rm De bt a nd Continuing S hort-Te rm De bt will be  a pplie d, dire ctly or

indire ctly, to  a ugme nt the  funds  a va ila ble  from a ll s ource s  to  fina nce  its  cons truction

re source  acquis ition and ma intenance  programs , to redeem or re tire  outs tanding securitie s

to re pa y or re fund othe r outs ta nding long-te rm or .s hort-te rm de bt, a nd to me e t ce rta in of

the  Compa ny's  working ca pita l a nd othe r ca sh re quire me nts

16. The  purpos e  of a ny Gua ra nte e s  of Compa ny de bt by P inna cle  We s t would

be  to a llow the  Company to achieve  grea te r access  to the  financia l marke ts

1
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General

17. In  the  Compa ny's  op in ion , the  p ropos e d  is s ua nce  o r incu rre nce  o f the

Continuing Long-Te rm De bt a nd the  Continuing S hort-Te nn De bt, the  e s ta blis hme nt a nd

a me ndme nt of a ny te rms  a nd provis ions  of a ny long-te rmor s hort-te rm inde bte dne s s , the

e xe cution a nd de live ry of the  S e curity Ins e rts , and the  e s tablishment and amendment

of a ny te rms  a nd provis ions  of the  S e curity Ins truMe nts , a ll a s  conte mpla te d he re in, a re

for la wful purpose s  tha t a re  within its  corpora te  P owe rs  a nd a re  compa tible  with the  public

inte re s t, with sound fina ncia l pra ctice s , a nd with the  prope r pe rforma nce  by the  Compa ny

of s e rvice  a s  a  public s e rvice  corpora tion a nd will not impa ir its  a bility to  pe rform tha t

s e rvice . The  Compa ny is  furthe r of the  opinion tha t the  fore going, a ll a s  conte mpla te d

he re in, a re  rea sonably necessa ry or appropria te  for such purpose s  and tha t such purpose s

a re  not, wholly or in pa rt, re a sona bly cha rge a ble  to the  Compa ny's  ope ra ting e xpe nse s  or

to income , e xce pt to the  e xte nt re quire d by ge ne ra lly a cce pte d a ccounting principle s  or by

o th e r a c c o u n tin g  re q u ire me n ts  a p p lic a b le  to  th e  Co mp a n y,  in c lu d in g  re g u la to ry

8
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re quire me nts . To  the  e xte n t tha t the  pu rpos e s  s e t fo rth  he re in  ma y be  cons ide re d

re a sona bly cha rge a ble  to ope ra ting e xpe nse s  or to income , the  Compa ny re que s ts  tha t die

orde r or orde rs  of the  Commiss ion in this ma tte r a uthorize such charge  or charges

18. A.A.C. R14-2-803 re quire s  notice  to the  Commis s ion of "re orga niza tions

by a  public utility holding compa ny s uch a s  P inna cle  We s t. A "re orga niza tion" include s

the ."a cquis ition or dive s titure  of a  fina ncia l inte re s t in a n a ffilia te  or a  [Cla s s  A] utility

A.A.C. R14-2-80l(5). The  Compa ny is  a  Cla s s  A utility, a nd thus  both  it a nd P inna cle

We s t a re  s ubje ct to the  provis ions  of Rule  803. In De cis ion No. 58063, da te d Nove mbe r

3, 1992, the  Commis s ion inte rpre te d the  a fore me ntione d la ngua ge  to a ls o include  a ny

incre a s e  or de cre a s e  of a n e xis ting "fina ncia l inte re s t" in a  utility in e xce s s  of a  s pe cifie d

e xe mpt a mount," which in the  ca s e  of the  Compa ny a nd P inna cle  We s t, is  $100 million

pe r ye a r, e ve n if the  incre a se /de cre a se  did not cha nge  the  s ta tus  of the  utility a s  a  wholly

owne d s ubs idia ry of the  public utility holding compa ny. The  propos e d Gua ra nte e s  could

re s ult in  a n  incre a s e  in  P inna cle  We s t's  e xis ting  fina ncia l in te re s t in  the  Compa ny in

e xce s s  of $100 million pe r ye a r. The  te s t for whe the r a  "re orga niza tion" ca n be  re je cte d

by the  Commis s ion  unde r Ru le  14-2  803  is  whe the r the  "re o rga n iza tion" wou ld : (1 )

imp a ir th e  fin a n c ia l s ta tu s  o f th e  p u b lic  u tility,  (2 ) p re ve n t th e  p u b lic  u tility fro m

a ttra cting ca pita l on fa ir a nd re a s ona ble  te rms , or (3) impa ir the  a bility of the  public utility

to provide  s a fe , re a s ona ble , a nd a de qua te  s e rvice . The  propos e d Gua ra nte e s  cle a rly will

not ha ve  a ny of the s e  ne ga tive  impa cts  on the  Compa ny. Ra the r the y will e nha nce  the

fina ncia l s ta tus  of the  Compa ny, pe rmit the  Compa ny to a ttra ct ca pita l a nd a cce s s  the

ca pita l ma rke ts  on te rms  tha t a re  more  fa vora ble , a nd a re  e s s e ntia l to  the  Compa ny's

a bility to provide  sa fe , re a sona ble , a nd re lia ble  se rvice . The  Compa ny note s  tha t pursua nt

to A.A.C. R14-2-806.C, if the  Commis s ion fa ils  to a pprove , dis a pprove , or s us pe nd for

furthe r cons ide ra tion  a n  a pplica tion  for wa ive r with in  th irty da ys  fo llowing  filing  of a

ve rifie d  a p p lica tio n  fo r wa ive r,  th e  wa ive r s h a ll b e co me  e ffe c tive  o n  th e  3 1 s t d a y

following the  Blind of the  a pplica tion
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19. . The  Compa ny re que s ts  tha t notice  of the  filing of this  Applica tion be  give n

in conformity with A.R.S . S e ction 40-302

20. The  Compa ny re que s ts  tha t the  orde r or orde rs  s ought by this  Applica tion

be come  e ffe ctive  imme dia te ly upon the  is sua nce  the re of

21. The  mos t curre nt public fina ncia l s ta te me nts  of the  Compa ny a nd P inna cle

We s t, which a re  include d in the ir mos t re ce nt combine d Qua rte rly Re port on Form 10-Q

file d  with  the  S e curitie s  Excha nge  Commis s ion , a re  a tta che d  to  th is  Applica tion  a s

Exhib it C

WHEREFORE, the  Compa ny a nd P inna cle  We s t a s k tha t the  Commis s ion ca us e

notice  of the  filing of this  Applica tion to be  give n a s  a bove -re que s te d, hold such a  he a ring

or he a rings  a s  the  Commis s ion finds  a re  ne ce s s a ry a t a  time  or time s  to  be  s pe cifie d

ma lting s uch inquiry or inve s tiga tion a s  the  Commis s ion ma y de e m of a s s is ta nce , a nd

ma ke  a ny findings  re quire d by A.R.S . S e ctions  40-285, 40-301, a nd 40-302, or A.A.C

R14-2-803 a nd R14-2-806, a s  a pplica ble , re la tive  to  the  is s ua nce s  a nd incurre nce s  of

Continuing Long-Te rm De bt a nd Continuing S hort-Te rm De bt, the  e xe cution a nd de live ry

Of th e  S e cu rity In s tru me n ts ,  th e  e s ta b lis h me n t a n d  a me n d me n t o f a n y te rms  a n d

provis ions  of a ny long-te rm or short-te rm inde bte dne s s  or a ny such S e curity Ins trume nts

the  is sua nce  of the  Gua ra nte e s , a nd the  re imburse me nt by the  Compa ny of a mounts  pa id

by P inna cle  We s t unde r the  Gua ra nte e s , a ll a s  conte mpla te d he re in, a nd the re a fte r ma ke

one  or more  imme dia te ly e ffe ctive  orde rs  which, toge the r, (i) a uthorize  the  Compa ny to

is s ue , s e ll, a nd incur the  Continuing Long-Te rm De bt a nd the  Continuing S hort-Te rm

De bt, re de e m, re tina nce , re fund, re ne w, re is sue , roll-ove r, re pa y, a nd re -borrow fromtime

to time  s uch Continuing Long-Te rm De bt a nd Continuing S hort-Te rm De bt, a nd e s ta blis h

a nd a me nd the  te rns  a nd provis ions  Of long-te nn a nd s hort-te rm inde bte dne s s  from time

to  time , (ii) a u thorize  the  Compa ny to  de te rmine  the  fo rm of s e curity, if a ny, fo r the

Continuing Long-Te rm De bt a nd the  Continuing S hort-Te rm De bt, e xe cute  a nd de live r

the  Security Ins truments , and e s tablish and amend the  te rms  and provis ions  of the  Security

Ins trume nts , a s  ma y be  de e me d a ppropria te  by the  Compa ny in  conne ction  with  the

10
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Continu ing  Long-Te rm De bt a nd  the  Continu ing  S hort-Te rm De bt, (iii) s ta te  tha t the

is s ua nce s  a nd incurre nce s  of the  Continuing Long-Te nn De bt a nd the  Continuing S hort

Te rm De bt a nd the  e s ta blis hme nt a nd a me ndme nt of the  te rms  a nd provis ions  of a ny

outs ta nding long-te rm or short-te rm inde bte dne ss  a re  re a sona bly ne ce ssa ry or a ppropria te

for the  purpos e s  s e t forth  in  th is  Applica tion a nd tha t s uch purpos e s  a re  within  thos e

pe rmitte d by A.R.S . S e ction 40-301, (iv) pe rmit such purpose s  to the  e xte nt tha t the y ma y

be  re a s ona bly cha rge a ble  to ope ra ting e xpe ns e s  or to income , (v) a uthorize  a  continuing

wa ive r of or a uthoriza tion unde r R14-2-803 with re s pe ct to P inna cle  We s t Gua ra nte e s  of

Compa ny inde bte dne s s , (vi) a uthorize  the  Compa ny tOre imburs e  P inna cle  We s t for a ny

pa yme nt on a ny s uch Gua ra nte e s , with inte re s t a s  conte mpla te d he re in a nd (vii) confirm

tha t on ly tra d itiona l inde b te dne s s  fo r borrowe d mone y (a nd  no t th e  o th e r typ e s  o f

a rra nge me nts  de scribe d in pa ra gra ph 13 of this  Applica tion) a re  subj e t tO A.R.S ..Se ctions

301 a nd 302 a nd tha t, the re fore , such a rra nge me nts  will not count a ga ins t the  Continuing

Lo n g -Te rm De b t o r Co n tin u in g  S h o rt-Te rm De b t a u th o riza tio n s  re q u e s te d  in  th is

Applica tion or re quire  prior Commis s ion a pprova l

Fina ncing orde rs  of the  la nd re que s te d he re in re quire  ve ry s pe cific la ngua ge  to

s a tis fy pros pe ctive  le nde rs . Thus , propos e d la ngua ge  for ce rta in ke y pa ra gra phs  of the

orde r reques ted in this  ma tte r is  a tta ched to this  Applica tion a s Exh ib it D

Da te d a t P hoe nix, Arizona  this da y of De ce mbe r, 2006

ARIZONA PUBLIC SERVICE COMPANY

B y
Ba rba ra  M. Gome z
Vice  P re s ident and Treasure r
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a r'ba ra  M. Gomez

Vice  P re s ident and Treasure r

Be ts y P re
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2

STATE OF ARIZONA

County of Maricopa

Barbara M. Gomez, being first duly sworn, deposes and says

That she_ Barbara  M. Gomez. is  the  Vice  Pres ident and Treasurer of Arizona

Public Service  Company, tha t she  has  read the  foregoing Applica tion and knows the

contents  thereof as  it re la tes to Arizona Public Service Company, and that the  same is

true  in subs tance  and in fact, except as  to matte rs  the re in s ta ted on information and

5

6

7

8 belief, and as to those she believes them to be true

¢a
Ba rba ra  M. Gom e z

S UBS CRIBED AND S WORN to be fore  me  this / S y of December, 2006

Nota ry pfiblid

My commis s ion e xpire s1 4

1 5

1 6

1 7

DFFICIALSEA'\L
L XN D A G .  R ED M AN

NOTARY PUBLIC-ARIZONA
M ARICOPA county

My Comm; Emirate Feb. 8, 2007
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1 S TATE OF ARIZONA >
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County of Maricopa

Barbara M. Gomez , being first duly sworn, deposes and says

That she. Barbara M . Gomez, is the Vice President and Treasurer of Pinnacle

West Capital Corporation, that she has read the foregoing Application and knows the

contents thereof as it relates to Pinnacle West Capital Corporation, and that the same is

true in substance and in fact, except as to matters therein stated on information and

beliefs and as to those she believes them to be true

12

Barbara  M

M .
Nota ry Pubic

14
My g_<;mm1s s 1on
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EXHIBITS

Exhibit A .Affidavit of Barbara M. Gomez, the Vice President and Treasurer
of each of the Company and Pinnacle West

Exhibit B Arizona Corporation Commission Order in Decision No. 55017
dated May 6, 1986

Exhib it C P inna cle  We s t Ca pita l Corpora tion a nd Arizona  P ublic S e rvice
Compa ny Qua rte r y Re port on Form 10-Q for the  qua rte r e nde d
September 30, 2006

Exhibit D Certain Language for Proposed Order
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BEFORE THE ARIZONA CORPORATION COMMISSION

3 commIss ionERs

JEFF HATCH-MILLER, Chairman
WILLIAM A. MUNDELL
MIKE GLEAS ON
KRIS TINK. MAYES
BARRY WONG

.DOCKET no. E-01345A-06IN THE MATTER OF THE APPLICATION
OF ARIZONA PUBLIC SERVICE
COMPANY FOR AN ORDER OR
ORDERS AUTHORIZING IT TO ISSUE
INCUR, AND AMEND EVIDENCES OF
LONG-TERMINDEBTEDNESS AND
SHORT-TERM INDEBTEDNESS, TO
EXECUTE NEW SECURITY
INSTRUMENTS TO SECURE ANY SUCH
INDEBTEDNESS, TO REPAY AMOUNTS
P AID UNDER ANY PINNACLE WEST
CAPITAL CORPORATION GUARANTEE
OF ARIZONA PUBLIC SERVICE
COMPANY INDEBTEDNESS AND POR
DECLARATORY ORDER

AFFIDAVIT OF
BARBARA M. GOMEZ

19

20

STATE OF ARIZONA

County of Maricopa

I, Barbara M. Gomez, upon my oath, do swear and attest as follows

)ss

22 Ge n e ra l

24

My na me  is  Ba rba ra  M. Gome z. I a m Vice  P re s ide nt a nd Tre a s ure r for both

Arizona  P ublic S e rvice  Compa ny ("AP S " or "Compa ny") a nd P inna cle  We s t Ca pita l Corpora tion

("P innacle  Wes t"). I am res pons ible  for the  Treas ury functions  a t APS  and P innacle  Wes t

The  a s s e rtions  of fact conta ined within the  Verified Applica tion of the  Company to

which this  Affidavit is  a ttached a re  true  and correct to my knowledge  and be lie f.27

28
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The  purpos e  of this  Affida vit is  to te s tify, from my pe rs ona l e xpe rie nce  a nd

involve me nt a s  the  Tre a sure r, re ga rding the  ra tiona le  be hind the  re que s ts  conta ine d in the

Applica tion

Specific Background Facts
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The Arizona Corporation Commission's ("Commission") Decision No. 55017

dated May 6, 1986 (the "1986 Order"), allows the Company to have outstanding at any one time

long-tenn indebtedness (including current maturities) in an aggregate principal amount of

$2,698,917,000. The 1986 Order permits the Company to issue, redeem or refinance and establish

and amend the terms of its long-term debt, as long as the total outstanding long-term debt does

not exceed $2,698,917,000 during any period of more than thirty days. The fact that the long

tern debt limit can actually be exceeded for a period of thirty days or less enables APS to issue

new long-term debt in advance of an upcoming planned redemption

In Commission Decision No. 65796 dated April 4, 2003 (the "2003 Financing

Order"), the Commission authorized the Company to issue $500 million of long-term debt and to

loan the proceeds to Pinnacle West or Pinnacle West Energy Corporation ("PWEC"). The

purpose of the intercompany loan was to repay the Pinnacle West debt incurred to f inance

construction of the Arizona electric generating plants built to serve APS native load and owned

by PWEC. In May of 2003, APS issued $300 million of its 4.65% Notes due 2015 and $200

mil l ion of  i ts 5.625% Notes due 2033.. The PWEC Arizona generation assets were later

transferred to the Company, and the intercompany loan was repaid. The $500 million of long

term debt that remains on APS' books today in effect financed the new generation assets. The

2003 Financing Order specified the $500 Million of debt that APS issued would not be counted

against Me continuing debt limits authorized by the CoMmission in the 1986 Order

By means of the 1986 Order and the 2003 Financing Order the Commission has

authorized APS to issue a total of $3,l98,917,000 of long-tenn debt. The Company is asking the

Commission to increase the continuing long-term debt limit in its Application

Arizona Revised Statues §40-302.D allows the Company to issue short-tenn debt

in an amount not to exceed 7% of its capitalization without Commission approval. However
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§40-302.D restricts the refunding or roll-over of any such notes. The Commission's Decision No

54230 dated November 8, 1984 (the "1984 Order") allows the Company to refined or roll-over

any such short-term debt as long as the 7% limit is not exceeded

BeNefits  o f His to rica l Fin an c ia l Flexib ility
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The  1986 Orde r a nd 2003 Fina ncing Orde r ha ve  provide d s ignifica nt fina ncing

fie xdbility tha t ha s  se rve d the  Compa ny's  cus tome rs  e xtre me ly we ll for, in the  ca se  of the  1986

Orde r, the  pa s t 20 ye a rs . The  Compa ny a cce s s e d the  fre que ntly vola tile  ca pita l ma rke ts  in.a

tim e ly a nd e ffic ie nt m a nne r, the re by re ducing the  Com pa ny's  fina ncing cos ts  a nd the  cos t of

capita l re flected in customer ra tes

During  the  pe riod  from  1985  to  the  pre s e n t,  the  Com pa ny ha s  is s ue d  ne a rly

$7 billion in long-te rm de bt, ta king a dva nta ge  of troughs  in the  inte re s t ra te  cycle  a nd turning

ove r the  Compa ny's  e ntire  de bt ca pita liza tion a bout thre e  time s . As  a  re sult, a ve ra ge  long-te rm

de bt cos ts  ha ve  droppe d from 10.5% ire  1985 to 5.2% in 2005. S e e  Atta chme nt A for a  gra phica l

re pre s e nta tion Of the  de c line  in  AP S ' long-te rm  de bt cos ts . In  1992  a lone ,  the  Com pa ny

volunta rily re fina nce d $650 million of de bt, producing tota l inte re s t sa vings  of some  $120 million

over the  then remaining life  of the  re financed debt

10. The  conce pt of a n ove ra ll limit on the  a mount of long~te rm de bt outs ta nding, a s

conta ine d in the  .1986 Orde r, ha s  provide d AP S  fina ncia l fle xibility to ta ke  a dva nta ge  of optima l

fina ncia l conditions  a t the  time  of e a ch fina ncing. This  fle xibility occurs  in a  numbe r of a re a s

Firs t, the re  is  the  a bility to time  the  fina ncing a t the  optima l point in te rns  of fina ncia l ma rke t

conditions , S EC disclosure  re quire me nts , a nd ca sh flow re quire me nts . Ma rke ts  a re  vola tile , a nd

ha ving the  a bility to quickly e nte r the  ma rke ts  to is sue  ne w de bt yie lds  be tte r fina ncing pricing

a nd te rm s . S e cond the re  is  the  a bility to  s ize  the  borrowing a t the  optim a l le ve l.  S ince  AP S

kne w it could e nte r the  ma rke t a s  ma ny time s  a s  ne ce ssa ry a s  long a s  it s ta ye d within the  limit, it

could do sa dle r de bt is sua nce s  if tha t we re  a dva nta ge ous  a t the  time . Third, the re  is  the  a bility

to obta in the  be s t te rm s  a va ila ble  a t the  tim e . S ince  the  Com pa ny wa s  g ive n the  a bility to

negotia te  the  te rms deemed appropria te , it could adapt to changing marke t conditions  and ge t the

best te rms ava ilable  a t the  time  of the  financing
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11. APS' long-term debt portfolio compares quite favorably with its peers. The most

applicable index available for comparison purposes is the Lehman Brothers Electric Utility Index

("Index"), which is comprised of over 250 bonds issued by about 100 companies. The weighted

average coupon of the Index at year-end 2005 was 6.l0%, which exceeded APS' average coupon

on its taxable debt of 5.86% by 24 basis points. APS was able to achieve a lower cost oflong-

term debt while hang slightly longer dated bonds. APS bas an average years to maturity on its

taxable debt of 12.0 years, which is 0.5 years longer than the 11.5 year average life of the Index.

12. The Company has also done an excellent job of managing its tax-exempt bond

portfolio. APS has outstanding approximately $656 million of tax-exempt debt, the proceeds of

which financed pollution control equipment at its coal and nuclear power plants. In addition,

APS has refinanced the tax-exempt bonds several times in order to obtain lower interest rates or

more favorable credit enhancements. At December 31, 2005, the average cost of the tax-exempt

debt was 3.25%, and the average life was 24 years. The financing flexibility of the 1986 Order

has enabled APS to obtain this low cost form of financing, which results in a lower cost of capital

reflected in customer rates.

13. APS redeemed the last of its secured debt in April of 2004. Prior to that time APS

had issued debt that was secured by substantially all of the property of APS pursuant to the 1946

Mortgage and Deed of Trust. The 1946 Mortgage was almost 60 years old at the time of

termination, and it did not reflect current market standards for utility secured bond indentures. It

also contained certain restrictive covenants. By eliminating the 1946 Mortgage, APS has greater

financial flexibility. However, there may come a time when it is advantageous for APS to enter

into a new mortgage or other security agreements and once again issue secured debt.

14. APS manages its debt portfolio with the goal of having an appropriate mix Of fixed

and f loating rate instruments. The Board of  Directors has establ ished a Pinnacle West

consolidated limit on floating rate debt of 20% of capitalization. APS had 10.2% floating rate

debt at December 31 , 2005. Most of the floating rate debt is in the tax-exempt instruments, which

have less volatility of interest rates than taxable debt. This is anotherexample of how the 1986

26

27

28
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1 Order has enabled the Company to manage its debt portfolio so as to benefit the Company and its

2 customers

15 »3
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A.R.S. Section 40-302.D and the 1984 Order enable  the Company to issue short

tem debt up to 7% of capita liza tion. APS meets  its  seasonal working capita l requirements  with

short-te rm borrowings , ofte n in the  form of comme rcia l pa pe r. S ince  the  s ta tutory limit is  a

percent of capitalization, aS the Company has grown in size and its capital structure has increased,

the  amount of short-term debt capacity has a lso increased. This has provided APS the flexibility

to continue to meet its growing working capital needs.

16. The Company has continuously complied with each of the terms and conditions of

the  1986 Order and the  2003 Financing Order and s in compliance  with such Orders  as  of the

date  of this  Applica tion.

17. The Company has operated under the 1986 Order and-the 2003 Financing Order in

a  manner tha t is  compatible  with sound financia l policy and the  public interest. By having ready

access to the capital markets as well as the ability to refinance existing debt when the opportunity

arises, the  Company is  able  to reduce interest costs , which results  in lower customer ra tes. The

new financing authority requested in the Application would enable APS to continue to manage its

debt requirements despite changing financial needs and conditions; Thus, the requested tinancing

order is compatible  with sound financial policy and the public interest.1 8

1 9

2 0

2 1

2 2

APS' Long-Term Debt Financing Needs

18. At September 30, 2006, the Company had total outstanding long-term debt

(authorized under the 1986 Order and the 2003 Financing Order) in an aggregate principal

amount of $2,962,071,043. This amount includes current maturities of long-term debt. On

23 November 15, 2006, APS had a bond maturing in the amount of $83,695,000. At December 31,

24

25

26

27

2006 the amount of long-term debt is expected to be approximately $2.88 billion. As stated

above, the 1986 Order and 2003 Financing Order collectively limit long-term debt to an aggregate

principal amount of $3,l98,917,000. Comparing the expected year-end 2006 debt balance to the

limit on long-term debt shows that APS would have authorization to issue approximately an

additional $300 million.28

5

I
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1 1 9 .

2

In light of the projected growth of the Company and its customer base, and the

resultant projected future financing needed to d the Company's capital expenditure and

3

4

maintenance program and other cash requirements, the Company requests Commission

authorization to increase the long-term debt limitation by approximately $1 billion so that the

5 Th is

6

Company may have up to an aggregate principal amount of long-term debt of $4.2 billion.

amount would include the $500 million currently authorized in the 2003 Financing Order. The

! 7

8

9

_ 1 0

1 1

additional $1 billion is approximately three years of external financing requirements. See

Attachment B for details on the derivation of the additional $1 billion of long-term debt authority

requested. Absent this higher continuing debt limit, APS' ability to access the debt capital

markets in a timely manner to take advantage of favorable market conditions will be severely

impacted. APS would be required to request Commission authorization for each debt issuance

once the current limit is met and would need to seek authorization well in advance of each1 2

13

14

15

16

17 20.

18

19

issuance to ensure the audiorization was in place at the time the funding was required. In addition

to hampering the Company's ability to advantageously and strategically access the debt capital

markets, which could unnecessarily increase the Company's cost of capital, this would be

administratively inefficient for both the Commission and the Company.

APS requests to continue the ability to determine the terms of any long-term debt

issuances. Maturity, interest rate, discount and other factors would be negotiated in order to

obtain the most favorable terns possible for the Company and its customers.

20 Other Components of Long-Term Debt Authorization

2 1 21.

22

23

24
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26
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27
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The  Compa ny a ls o  s e e ks  to  confirm tha t the  ne w continu ing  de b t limit a pp lie s  on ly

to  de b t fo r bo rrowe d  mone y. As  a  re s u lt o f cha nge s  in  a ccoun ting  p rinc ip le s  a nd  in te rp re ta tions ,

the re  .could  be  ins ta nce s  in  which  o the r type s  of fina nc ia l ob liga tions  ma y be  c la s s ifie d  a s  de bt in

th e  C o m p a n y's  fin a n c ia l s ta te m e n ts  in  o rd e r to  b e  in  c o m p lia n c e  with  G e n e ra lly Ac c e p te d

Accounting  P rinc ip le s . For e xa mple , the re  a re  curre n tly is s ue s  re ga rd ing  the  a ccounting  fo r long-

te rm powe r purcha s e  a gre e me nts . De p e n d in g  o n  th e  le n g th  a n d  n a tu re  o f th e  a g re e m e n t,  s u c h

a rra nge me nts  ma y be  c la s s ifie d a s  ca pita l le a s e s  a nd re fle c te d a s  de bt on the  ba la nce  s he e t of the

Compa ny. S imila r is s ue s  cou ld  a pp ly to  o the r con tra c ts ,  s uch  a s  long-te rm fue l s upp ly con tra c ts .

6
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This could potentially erode the debt-issuing capability of APS and greatly affects the ability of

the Company to plan its normal financing activities if these arrangements are included in the

continuing debt limit or require prior authorization. By finding that such arrangements are not

subject to A.R.S. Sections 301, et seq;, the new continuing debt limits will then only apply to

traditional borrowings, and the Company will not be at the mercy of changes in accounting

regulations

22. In the future APS may find it necessary or advantageous to secure its debt with the

property of the Company. APS' credit ratings are currently just one notch above non-investment

grade. If APS' credit rating were to fall to non-investment grade, its access to the debt capital

markets would be severely curtailed. Even if APS were able to locate non-investment grade

investors, there would likely be much more restrictive covenant requirements. These restrictions

could include limitations on the use of proceeds, draconian financial tests, and restrictions on free

cash flow. In such an environment, APS may be required to issue secured debt in order to obtain

the necessary financing. In addition, there may be an interest rate or financial market

environment in which it is advantageous for APS to issue seemed debt. While the 1986 Order

allowed APS to use its assets to secure debt, this authorization was granted under the 1946

Mortgage, which has since been retired. Therefore, APS is also requesting Commission

authorization to pledge or mortgage APS assets as Security for its debt. This would include

authority to enter into a new mortgage and deed of trust that establishes a lien on all or

substantially all of the Company's property, as well as the authority to enter into separate security

instruments for one or more particular debt issuances

23. It may be advantageous for Pinnacle West to guarantee APS debt issuances. APS

debt is currently registered with the Securities and Exchange Commission ("SEC") under the

recently enacted short-form registration forms and procedures. In the event the Company is not

rated investment grade by at least one nationally recognized statistical rating organization at die

time of a debt issuance, a Pinnacle West guarantee would be necessary under the SEC rules to

allow continued utilization of these short-form registration forms and procedures. With a parental

guarantee, the Company would have greater access to the public financial markets.9 Pinnacle
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West requests a waiver of or authority under A.A.C.. Rl 4-2-803 to guarantee the Company's debt

as needed from time to time. The Company also seeks authorization to reimburse Pinnacle West

for any amounts that Pinnacle West is required to pay under any such guarantee, along with

associated interest

5 APS' Short-Term Debt Financing Needs
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In a ddition to a n incre a se  in the  long-te rm de bt limit, the  Compa ny a lso re que s ts

te rm de bt in a n a mount not to e xce e d 7% of its  ca pita liza tion without Commiss ion a pprova l. The

1984 Orde r a llows the  Company to re finance  and roll-ove r short-te rm debt a s  long a s  the  7% limit

is  not e xce e de d. AP S  is  re quire d to obta in a pprova l from the  Commis s ion to e xce e d the  limit

Ba s e d  on  its  curre n t ca p ita liza tion ,  AP S ' s hort-te rm  de bt is  lim ite d  to  a pproxim a te ly $420

million. As  of S e pte mbe r 30, 2006, AP S  ha d no short-te rm de bt outs ta nding

25. As  AP S  continue s  to grow, so doe s  its  ne e d for working ca pita l. The  7% limit ha s

a de qua te ly me t the  se a sona l worldng ca pita l re quire me nts  of die  utility for ma ny ye a rs . Howe ve r

AP S ' loa d growth ha s  re sulte d in a n incre a se d e xposure  to contra cte d commodity a nd purcha se d

powe r. The s e  contra cts  ha ve  ca s h colla te ra l provis ions  tha t ca n re s ult in s ignifica nt liquidity

de ma nds  on the  Compa ny a s  ma rke t price s  cha nge . AP S  ha s  re ce ntly e xpe rie nce d cha nge s  in

ca s h colla te ra l pos itions  in the  ma gnitude  of $100 million in jus t s e ve ra l da ys . If AP S  we re  to

become  a  non-inves tment grade  company, the  magnitude  of the  colla te ra l changes  would be  even

more  e xtre me  s ince  counte rpa rtie s  re quire  a dditiona l colla te ra l de pe nding on cre dit qua lity. The

incre a se d liquidity re quire d .to re spond to vola tile  a nd incre a s ing . colla te ra l re quire me nts  ha s

resulted in the  need for short-te rm debt in excess  of the  currently authorized amount

26. The  Com pa ny re c e n tly c om ple te d  a n  a s s e s s m e n t o f its  liqu id ity ne e ds  a rid

de te rmine d tha t a n a dditiona l $500 million wa s  ne ce ssa ry. In S e pte mbe r of 2006, AP S  close d a

$500 Million re volving cre dit fa cility which wa s  syndica te d in the  ba nk ma rke ts  prima rily with its

e xis ting group of le nde rs . This  fa cility is  in a ddition to the  $400 million re volving cre dit fa cility

tha t is  use d for norma l working ca pita l re quire me nts . In orde r to fully utilize  the  short-te rm de bt

ca pa bility provide d by the  ne w re volve r, a dditiona l Commiss ion a uthority is  re quire d
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27. If the short-term debt limit is not increased, APS would have to issue long-term

debt to fund its short-term needs. This. is an uneconomic solution and does not follow the

financial principle of financing short-term needs with short-term debt.

28. Based on the recent analysis of liquidity needs, including worldng capital and

potential collateral calls, the Company has determined that an additional $500 million of short-

term debt authorization would be adequate. The Company is requesting the short-term debt limit

be increased to the sum of 7% of capitalization and $500 million, and that the Commission order

continue to allow the refinancing and roll-over of such short-terrn debt.

29. APS requests to continue the ability to determine the terms of any short-debt

issuances and to secure any such indebtedness if necessary or advantageous. Maturity, interest

rate, discount and other factors would be negotiated in order to obtain the most favorable terms

possible for the Company and its customers.

S u m m a ry
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30. The  fina ncing fle xibility provide d in pre vious  Commiss ion orde rs  ha s  s e rve d the

Com pa ny's  cus tom e rs  e xtre m e ly we ll by a llowing die  Com pa ny to a cce s s  fre que ntly vola tile

capita l ma rke ts  in a  time ly and e fficient manne r, the reby reducing the  Company's  financing cos ts

a nd the  cos t of ca pita l re fle cte d in cus tome r ra te s . AP S  fa ce s  a  growing cus tome r ba se  re quiring

s ign ific a n t c a p ita l e xpe nd itu re s  tha t will ne ce s s ita te  a dd itiona l long-te rm  de b t fina nc ing .

Additiona l short-te rm de bt ca pa city is  a lso re quire d for growing liquidity ne e ds . The  Compa ny is

s e e king a  ne w fina ncing orde r tha t a uthorize s  the  highe r long- a nd s hort-te rm de bt lim its  a nd

odde r re que s te d compone nts . This  ne w fina ncing orde r would a llow AP S  to continue  to me e t the

growing financing needs  in an e fficient and cost e ffective  manner tha t bene fits  AP S ' customers .

Dated this Isifday of &.w»L<»-,2006.

Q54' WF URTHER AF F IANT S AYETH NO T.
£24 44

Ba rba ra  M. Gome z
|- ¢

l I l l H Lu111'_ I l i
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S UBS CRIBED AND S WORN TO BEFORE ME this day of December, 2006, by

Ba rba ra  M. Gome z, Vice  P re s ide nt a nd Tre a sure r of Arizona  P ublic S e rvice  Compa ny a nd

Pinnacle West Capital Corporation

MY COMMIS S ION EXP IRES
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27
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EXHIBIT B

Arizona  Corpora tion Commis s ion Orde r in De cis ion No. 55017
da te d Ma y 6, 1986

1 7



Arizona Corporation Commission

DOCKETED
pEF0RE THE ARIZONA CNRPORAT1OU c or f r us s xon

MAY 06 1985
Ram D..mmxnss

HARCIA WEEKS
COMMISSIONER

SHARON B. MBGDAL
(:omm1ssIon1~:R

DOCKET  NO.  U-1345-86-003IN 'THE MATTER OF THE APPLICATION
O F A R IZO N A  P U B LIC  S E R V IC E  wnmm
FOR AN ORDER OR ORDERS AUTHORIZINC IT
T O ISSUE. INCUR AND AMEND EVIDENCES OF
LONG-TERM INDEBTEDNESS. ro ISSUE OR
incur. NUCLEAR FUEL DEBT. AND TO
EXECUTE A no SUPPLEHHITAL INDENTURE OR )
nuas umtuas

)
) DECISION no. . 4 9 0 / 7

Open Meeting
11 Apr i l  30,  1986

Phoenix. Arizona

12
BY THE cotmIssIow

13 On December 31, 1985, Arizona Publ ic Serv ice Company ("APS") f i l e d  a n

Application with the Arizona CorporatiOn Commission ("Commission") wherein APS

sought authorizati on to, among other things , implement various financing

On February 25 l 1986 , :he Resi den t i a l  U t i l i t y Consumer Office ("pico")

f i l e d a n A p p l i c a t i o n t o I n t e r v e n e h e r e i n Said Application was granted by

Pr o c e d u r a l  O r d e r  d a t e d  M a r c h 4 ,  1 9 8 6

O n Apr i l  17 .  1986, the Com zniésion '  s Ut i l i t i es Div i sion Staf f  ( "Staf f " )

filed a Memorandum recommending approval without hearing of t h e p r op os ed

f i f 18T lc i l '1g.  program Attached thereto was written test imony by a Staf f  Senior

Rate Analyst, which testimony Supported Staff's overall recommendation

Having considered the Application, t h e e x h i b i t s and d r a f t testimony

submit ted therewi th.  as wel l  as Staff's memorandum and attached testimony, and

being ful ly adv ised in the premises the Commission finds, concludes an& orders

DR002169



1---_lllIIII-lllllll111111111111111111 IIIII Ill l

U-1345-86-003

FINDINGS OE' FACT

APS is an Arizona corporation engaged in providing electric service

to the public within portions of Arizona pursuant to authority granted by this

Commission

z By its Application. as supplemented by APS's draft testimony in this

matter, APS requests one or more orders seeking the following

(a) a u t h o r i z a t i o n  t o  i s s u e . s e l l , a n d  i n c u r  i n  1 9 8 6

or pursuant to lending. purchase. or underwriting

commitments obtained in 1986. in one or more

transactions. up to $275,000,000 in aggregate

principal amount of additional evidences of long-term

indebtedness (all such evidences of indebtedness

hereinafter being referred to as "New Debt")

it being specified that the nature and terms of all

such issuances and sales of New Debt would be determined

by APS by reference to conditions in the financial

markets at the time or times. of commitment

(b) .authorization to increase the long-term indebtedness

limitation authorized in the Commission's Order in

Decision No. 54230, dated November B, 1984, that allowed

APS, among other things. to have, at any one time

outstanding in 1985 or thereafter, long-term indebtedness

( including current  maturi t ies thereof ) in an aggregate

principal amount of $2.37/+.093.000. so as to allow

APS to have, at any one time outstanding, up to an

aggregate principal amount of long-term indebtedness

(including current maturities thereof) of  $2,698,917.000

s u c h  a u t h o r i z a t i o n  t o  p e r m i t  a n y  r e d e m p t i o n s , r e f i n a n c i n g s

?fffb nr*1 C"1 fun C 4 7  /
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refundings, renewals. reissuances and roll-overs of any

such outstanding indebtedness. the incurrence or

issuance of any additional long-tem indebtedness, and the

amendment or revision of any terms of provisions of or

relat ing to any long-term indebtedness, as long as

tonal lon8-term indebtedness at any one time outstanding

doesno\: exceed (without fur thee Commission authorization)

$2,698,917.000 during any period of more than thirty days

it being specified that the nature and terms. of a11 such

issuances and sales of such long-term indebtedness

would be determined by APS by reference to conditions

in the financial markets at the time or times of such

issuances (all such long-term indebtedness to be issued

pursuant to this authorization being herein referred to

as "Continuing Debt"), and such authorization to

supersede the long-term indebtedness limitation

authorized by Decision No. 54230

(c) authorization in connection with providing security

for any New Debt or Continuing Debt, to execute and

deliver one or more new supplemental indentures to its

Mortgage aNd Deed of Trust in the event it is

deemed appropriate by APS to do so

(d) authorization for APS to fiancé its nuclear fuel

requiranents in connection with the operation of

the Palo Verde Nuclear Generating Station by

instituting a financing program involving the issuance

of APS of commereia paper, intermediate-term notes

I-40//7



u-1345-86_003

and/or other evidences of indebtedness in an aggregate

principal amount ofup to $200,000,000. a11 of which

may const i tute long-term debt  (col lect iv ely,  the

"Nuclear Fuel Debt"). and in connection therewith. to

issue or incur evidences of indebtedness in 1986 or

thereafter. and to refund or rol l-over al l  or a portion

of  the Nuclear Fuel  Debt.  any short-term debt to be issued

in connection therewith to be in addition to sher t-term

debt previously authorized by the Commission or pew

mitted by A.R.S. Sect ion 40-302.D, i t  being speci f ied

that the nature and terms of any issuances and sales

of Nuclear Fuel Debt would be determined by APS by

reference to coriditions i n  the f i nanc ia l  markets at  the

time or times of commitment.

On Apr i l  17,  1986. Staff f i led a Manorandum and wri t ten test imony
Y
!

supporting the Application and recommending swxmary approval thereof.

T he New Debt  and  t he  Cont i nu i ng  Debt  wi l l  be  u t i l i zed  f o r  APS 's
1

construct ion program, the ref inancing.  ret i rement.  or redempt ion of  outstanding

securities, the repayment o f short:-term debt which previously f inanced

construction projects, and, if necessary the payment of  certain of  APS's

working capt ial  and other cash requi rements. The Nuclear F ue l  Deb t  w i l l  be

used to  f i nance APS's nuc lear  f ue l  requ i rem ents f or  t he Palo  Verde Nuc lear

23 Generating Station, and/or to refund or roll-over the Nuclear Fuel Debt:.

The costs o f  nuc l ear  f ue l  wi l l  be charged to  operat i ng ex pense or

income as such fuel is consumed.

The Nuclear Fuel Debt would not exceed $200,000,000 through a

combination of intermediate-term domestically is s ue d de bt (not t o exceed

$50.000,000) .  a European commercial paper program. and a short-term European

Flor*-I <9 on *.Ice. " § 0 / 7



U-1345.-86~0D3

l oan  . f  ac i l i t y . The Nuclear Fuel Debt may exceed APS's net nuclear fuel assets

(up to the $200,000,000 limit)

The exact t iming of  any issuances to be made pursuant to the

requested authorization would be dictated by then prevailing market conditions

as would the terms and conditions of such issuances. including the type of

security (mortgage, deed o f trust, letter o f credit. standby purchase

agreement, etc.), if 'any, provided therefor

The reasonableness of such timing as well as of terms and conditions

of  sale would be governed the exerc ise in  good Ear th of  prudent  businessby

j udgm ent

APS does not anticipate that  i t  wi l l  actua l ly  have to  issue a l l  o f

the debt for which authorization is being sought

10 The financing flexibility sought herein and as previously granted by

Decision No. 54230 has permitted APS to take advantage of rapid and sometimes

unanticipated changes in the capital markets

1 1 Upon the issuance of a11 the debt for which authorization is sought

herein. APS would have adequate operating income to service such debt under

existing rates for elect r ic  serv ice

12 After issuance of  all the debt for. which authorization is sought:

herein, APS's f inancial ratios as to interest coverage, long-term debt, cash

flow, and common equity would be below those of comparable investment grade

investor-owned u t i l i t i e s thus creat ing some r i s k o f down-rating t o

sub-investment grade

13 Although such a down-rating would be significantly harmful co both

APS and its ratepayers, the risk of its occurrence is small and can be fur thee

reduced by either APS.receiving rate relief in its pending rate application or

27 by a reduction in discretionary expenditures or by a combination of both

28 There is no reason no believe that any other form of long-term

4"-4"/'Sl' 4
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1

1 f inancing would on a risk adjusted basis prove to be less expensive to APS and

2 its ratepayers.

3
15 I With the possible exception of the Nuclear Fuel Debt and the payment

4 certain of APS's working captial and other cash requirements. noneo f of :he

5 purposes for which debt is to be. issued pursuant to the authorization sought

6 herein is reasonably chargeable to operating expense or income.

'7
16. The proposed financing and the authorizations in connection

8 therewith are reasonably necessary for time purposes set for Rh herein and in the

g Application.

10
17 I The proposed f inancing program is compatib le w ith sound f inancial

ll practices and with APS's obligations as a pub l ic  seW ice corporat ion and w i l l

12 not impair its abil ity to provide service to the public.

13 18. The proposed financing program has been approved by APS's board of

14 directors.

15
CONCLUSIONS OF LAW

16
APS is a publ ic serv ice corporation within the meaning of  Ar t i le XV

17 of the Arizona Constitution and A.R. S. §§40-301, et seq.

18 2. The Commission has jurisdiction over .APS and of the subject matter

lg of the Application.

20 3. The propose d f inancing plan, as described herein and in APS's

2 1 App l icat ion.  is  for  law ful purposes within the corporate Powers gr AP S  a nd is

22 compatible with the publ ic interest.

23 ORDER

24 IT IS THEREFORE ORDERED that Arizona Public Service Company be, and the

25 same is hereby authorized"

26 (a) t o issue, sell. and incur up t o Sz75 .000 .000 in aggregate

27 principal amount o f New Debt, t o issue, sell, and incur the

28 Continuing Deb.t, and co amend the terms and provisions of

T"u=!-4 GO MH HrJ' . f -
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IT IS FURTHER ORDERED t h a t  A r i z o n a Pub l i c Serv i ce Company i s hereby

( d )  ~ t o  pay  r el a t ed expenses. a l l  a s  c o n t em p l a t ed  i n  t h e  A p p l i c a t i o n

(b) to execute and deliver one or more supplemental indentures to

(c ) t o is s ue .

and by

pr i nc i pa l  am oun t  o f  Nuc l ea r Fuel Debt :  and ,

in connection wi th the New Debt and Continuing Debt :

therewith.

outstanding long- term  indebtedness :

as  m ay be deem ed appropr i a te by  Ar i zona Publ i c  Serv i ce Com pany

t he A r i zona  Pub l i c Service Company's Mortgage and Deed of Trust

the

s e l l , a n d  i n c u r  u p  t o  $ 2 0 0 , 0 0 0 , 0 0 0  i n  a g g r e g a t e

exhibits and test imony f i l e d i n connect ion

such

u-1345-.86-003

acts as are

reasonably necessary to ef fectuate the authorizat ion granted hereinabove.

IT IS FURTHER ORDERED chap the purposes for which the proposed issuances

of New Debt and Continuing Debt are herein authorized are to augment:  the funds

available from all sources n o finance Arizona Public Service Company' s

cons t ruc t i on  p rogram , t o  r e d e e m  o r  r e t i r e  o u t s t a n d i n g  s e c u r i t i e s , co re pa y o r

re fu n d other outstanding l o n g - t er m debt, co repay short-term debt which has

19 previously financed construction projects. and, i f  n e c e s s a r y , co meet r e ta in

20 wo r k i n g  c a p i t a l and other cash requirements, r eg a r d l es s  o f  t h e  ex t en t  t o  w h i c h

such purposes may be reasonably chargeable to operative expenses or to income.

IT IS FURTHER ORDERED tha t the purposes f o r  w h i c h the proposed i ssuances

o f  N u c l ea r Fue l  Debt  a r e  he r e i n  au t hor i zed  a r e  t o  f i nance t h e  A r i zo n a  P u b l i c

Serv i ce Com pany 's  nuc lear  f uel requirements in connect ion wi th the operat ion of

the Palo Verde Nuclear Generating Station, and/or to refund or roll-over the

Nuc l ea r  Fuel  Deb t , wh i c h  p u r p o s es  a r e  h er eb y  s p ec i f i c a l l y  a u t h o r i zed  r eg a r d l es s

o f  t h e  ex t en t  t o  wh i c h  t h ey  m a y  b e r ea s o n a b l y  c h a r g ea b l e  t o  o p er a t i v e  exp en s es

2 8 or  to  inCom e.

AI' .¢.."""/* J"1ll
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IT IS FURTHER ORDERED that the Commission's authorization of the above
1
2 f inancing does not constitute approval of any par ticular expenditure of the

3 proceeds derived thereby Eor the purposes of setting just and reasonable rates.

I T IS FURTHER ORDERED that this Decision shall become effective
4
5 immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.
6

7
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IN WITNESS WHEREOF, I .
Secr e t ar y o f  t he  Ar i zona
hereunto sec my hand
this Commission to be
Ci ty of  Phoenix, this
1986.

13

JAMES MATTHEWS. Executive
Corporation Commission. have

and caused the official seal of
aff ixed at the Capitol. in the
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JAMES MATTH S
Executive Secretary
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FORM 10-Q
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON. D.C. 20549

(Mark ODD)

181 QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended June 30, 2006

1] TRANSITION REPORT PURSUANT TD SECTION 13. OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to

Commission
File Number

IRS Employer
Identification No

1-8962 86-0512431

Exact Name of Each Registrant as specified in
its charter; State of Incorporation; Address

and Telephone Number
PINNACLE WEST CAPITAL CORPORATION
(an Arizona corporation)
400 North Find Street, P.O. Box 53999
Phoenix, Arizona 85072-3999
(602) 250-1000
ARIZONA PUBLIC SERVICE COMPANY
(an Arizona corporation)
400North Fifth Street, p.o. Box 53999
Phoenix, Arizona 85072-3999
(602) 250-1000

86-0011170

Indicate by check mark whethereach registrant (1) has filed all reports requiredto be filed by Section 13 or l5(d) of the
SecuritiesExchange Act of 1934 during the preceding 12months (or for such shorter period that the registrant was required to
file such reports), and (2) has beensubject to such filingrequirements for the past 90 days
PINNACLE WEST CAPITAL CORPORATION Yes X No
ARIZONA PUBLIC SERVICECOMPANY Yes X No

Indicate by check mark whether the registrant is a large acceleratedfiler, an accelerated filer, or a non-accelerated filer. See
definition of "accelerated filer" and "large accelerated filer" in Rule l2b-2 of the Exchange Act
PINNACLE WEST CAPITAL CORPORATION
Large accelerated filer 8 Accelerated f iler D
ARIZONA PUBLIC SERWCE COMPANY
Large accelerated f iler U Accelerated filer D

Non-accelerated filer U

Non-accelerated filer

Indicate by check mark whether each registrant is a shell company (as defined in Exchange Act Rule l2b-2)
PINNACLE WEST CAPITAL CORPORATION
ARIZONA PUBLIC SERVICE COMPANY

Indicate the number of shares outstanding of each of the issuer's classes of common stock as of the latest practicabledate
PINNACLE WEST CAPITAL CORPORATION Number of shares of commonstock, no par value

outstanding as of August4, 2006: 99,477,663

ARIZONA PUBUC SERVICE COMPANY Number of shares of commonstock, $2.50 par value
outstandingas ofAugust4, 2006: 71,264,947

Arizona Public Service Company meets the conditions set forth in General Instruction H(1)(a) and (b) of Form
10-Q and is therefore filing this form with the reduced disclosure format allowed under that General Instruction

This combined Form 10-Q is separately filed by Pinnacle West Capital Corporation and Arizona Public Service
Company. Each registrant is filing on its own behalf all of the information contained in this Form 10-Q that relates to such
registrant and, where required, its subsidiaries, Except as stated in the preceding sentence, neither registrant is filing any
information that does not relate to such registrant, and therefore makes no representation as to any such information

KI



TABLE OF CONTENTS

Page

Glossary
Part I

Item 1.

lil!lnlailollnonltlalo!AI9900lIu¢I9I¢¢0v¢¢IlllD9lu 2

¢ 90010000001 DoauccoIoouuooouivv

n

l

»,

Item 2.

Item 3.
Item 4,

Financial Statements
Pinnacle West Capital Corporation.........
ArizonaPublic Service Company
Management's Discussion and Analysis of Financial Condition
and Results of Operations..............................,..............-...,,..,
Quantitative and Qualitative Disclosures About Market Risk
Controls and Procedures

.42

.68
u .......68

Legal Proceedings ..
Risk
Submission of Matters to a Vote of Security Holders...
Other Information .
Exhibits n

69
69
69
70
70

I

Part II
Item 1.
Ite m IA.
Item 4.
Item 5.
Item 6.

Signatures
r

0000i10¢0q¢110!1i¢¢l¢10101900990



GLOSSARY
!

I

I

\

%
I

I

ACC - Arizona Corporation Commission

ADEQ - Arizona Depamnent of Environmental Quality

ALJ -. Administrative Law Judge

APB - Accounting Principles Board

APS - Arizona Public Service Company, a subsidiary of die Company

APS Energy Services -.. APS Energy Services Company, Inc., a subsidiary of the Company

Clean Air Act - Clean Air Act, as amended

Company .- Pinnacle West Capital Corporation

DOE -United States Department of Energy

EITF - FASB's Emerging Issues Task Force

EI Dorado -. El Dorado Investment Company, a subsidiary of the Company

EPA - United States Environmental Protection Agency

ERMC - Energy Risk Management Committee

FASB - Financial Accounting Standards Board

FERC -. United States Federal Energy Regulatory Commission

FIP .- Federal Implementation Plan

GAAP - accounting principles generally accepted 'm the United States of America

IRS - United States Internal Revenue Service

kph .- kilowatt-hour

Moody's -.Moody's Investors Service

MWh - megawatt-hour, one million watts per hour

Native Load .- retail and wholesale sales supplied under traditionalist-based rate regulation

NPC - Nevada POwer Company

NRC .- United States Nuclear Regulatory Commission

OCI - other comprehensive income

Off-System Sales -- sales of electricity from generation owned by the Company that is over and
above the amount required to serve APS' retail customers and traditional wholesale contracts

Palo Verde -. Palo Verde Nuclear Generating Station

Pinnacle West - Pinnacle West Capital Corporation, the Company

Pinnacle West Energy -- Pinnacle West Energy Corporation, a subsidiary of the Company

PRP - potentially responsible party

PSA - power supply adjustor

9
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PWEC Dedicated Assets the following power plants, each of which was transferred by Pinnacle
West Energy to APS on July 29, 2005: Redhawk Units 1 and 2, West Phoenix Units 4 and 5 and
Saguaro Unit 3

Salt River Project - Salt River Project Agricultural Improvement and Power District

SEC .- United States Securities and Exchange Commission

SFAS - Statement of Financial Accounting Standards

Silverhawk .- Silverhawk Power Station, a 570-megawatt, natural gas-fueled, combined-cycle electric
generating facility located 20 miles north of Las Vegas, Nevada

Standard & Poor's - Standard & Poor's Corporation

SunCor - SunCor Development Company, a subsidiary of the Company

Sundance Plant - 450-megawatt generating facility located approximately 55 miles southeast of
Phoenix, Arizona

Superfund - Comprehensive Environmental Response, Compensation and Liability Act

Trading - energy-related activities entered into with the objective of generating profits on changes in
market prices

2005 Form 10-K - Pinnacle West/APs Annual Report on Form 10-K for the fiscal year ended
December 31.2005

VIE - variable interest entity



PART I .- FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(unaudited)
(dollars andshares inthousands,except per shareamounts)

Thxte Months Ended
June 30

OPERATING REVENUES
Regulated electricity segment
Marketing and Trading segment
Real estate segment
Other revenues

712.718
89.925

112.603

579.652
71
84.259
20.259

OPERATINGEXPENSES
Regulated electricity segment fuel and purchasedpower
Marketing and umigng segmentpixel andpurchased power
Operations and maintenance
Real estatesegment operations
Depreciation and amortization
Taxesother thanincome taxes
Other expenses

263.944
72.716

168.332
98.412
89.297
32.700

160.590
5.7.593

733.831

67.713
85.323
34.638
17.556

576.510

178.832OPERATING INCOME

Allowance for equity funds used during construction
Other income (Note 14)
Other expense (Note 14)

12.022
(5,815) (3,846)

INTERES T EXP ENS E
Interes t charges
Capita lized inte res t

45
(4,959)
40.923

50.077

(3,544)
46.533

160.114
49.271

110.843

l40_089
54.988

(58,366)
26.735

INCOME FROM CONTINUING OPERATIONS
BEFORE INCOME TAXES

INCOME TAXES
IncomE FROM CONTINUING OPERATIONS
INCOME (LOSS) FROM DISCONTINUED OPERATIONS

Net of income tax expense (benefit) of $855 and $(37,673) (Note 17)
NET IncomE

WEIGHTED-AVERAGE COMMON SHARES
OUTSTANDING - BASIC

WEIGHTED-AVERAGE COMMON SHARES
OUTSTANDiNG - DILUTED

99.221

99.640 96.299

EARNINGS PER WEIGHTED - AVERAGE
COMMON SHAREOUTSTANDING

Income firm continuingoperations - basic
Net income - basic
Incomefirm continuing operations .-. diluted
Net income - diluted

DIVIDENDS DECLARED PERSHARE

See Notes to Pinnacle West's Condensed Consolidated F'mancial Statements



PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(unaudited)
(dollarsand shares in thousands, except per share amounts)

Six Months Ended
June 30

OPERATING REVENUES
Regulated electricity segment
Marketing and trading segment
Real estate segment
Other revenues

178.844
174.927
220.457
21 006

1.595.234

995.682
160.429

30.394

1.340.700
OPERATING EXPENSES

Regulated electricity segment fuel and purchased power
Marketing and trading segment fuel and purchased power
Operations and maintenance
Real estate segment operations
Depreciation and amortization
Taxes other than income taxes
Other expenses

239.013
128.402

OPERATING INCOME

146.891
346.759
169.742
176.918
68.273
16.952

1.346.874

248.360

123.047
176.267
69.203
25.930

070.043

270.657

Allowance for equity funds used during oonsuuction
Other income (Note 14)
Oiler expense (Note 14)

17.489
(10,356)

14.567

(8,232)

INTERES T EXP ENS E
Interes t charges
Capita lized inte res t

93.408
(8,983)

84.425

96.042
(6,833)

89.209

178.502 188,258
73.558

114.700

INCOME FROM CONTINLHNG OPERATIONS
BEFORE INCOME TAXES

INCOME TAXES
INCOME FROM CONTINUING OPERATIONS
INCOME (LOSS) FROM DISCONTINUED OPERATIONS

Net of income tax expense (benefit) of $1,412 and $(40,992) (Note 17)
NET I n c o m E

122.438

124.609

(63,517)
51

WEIGHTED-AVERAGE COMMON SHARES
OUTSTANDING - BASIC

WEIGHTED-AVERAGE COMMON SHARES
OUTSTANDING .- DILUTED

94.089

99.562

EARNINGS PER WEIGHTED .- AVERAGE
COMMON SHARE OUTSTANDING

Income from continuingoperations .- basic
Net income- basic
Income fromcontinuing operations- diluted
Net income - diluted

DIVIDENDS DECLARED PERSHARE

See Notes to Pinnacle West'sCondensedConsolidated Financial Statements
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PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS

(unaudited)
(dollars in thousands)

.Tune 30 December 31

AS S ETS

15.608
510.086

(4,868)
112.891
25

$ 154,003
502.681

(4,979)
109.736
23.658

CURRENT ASSETS
Cash and cash equivalents
CuStomerand other receivables
Allowance for doubtful accounts
Materialsand supplies (at average cost)
Fossil fuel(at average cost)
Assets from riskmanagement and trading

activities (Note 10)
Assets held for sale (Note 17)
Other current assets

Totalcurrent assets

473.551
22.568
78.607

202.645
75

891.392

390.702

597.831
293.943

INVESTMENTS AND OTHER ASSETS
Read estate investments .- net
Assets from 1ong>tenn risk management and

trading activities (Note 10)
DecommisSioningtl'ust accounts (Note 18)
Other assets

Total investments and other assets

306.981
118_034

200.093 394.407

P R O P E R TY, P LANT AND E Q UIP ME NT
P lant in s ervice  and held for future  us e
Les s  accumula ted deprec ia tion and amortiza tion

10.974
725.592

7.248.603
337.949

10.727.695
1622.884

7 104.811

90.916
Construction work in progress
Intangible assets, net of accumulated amortization
Nuclear fuel. net of accumulated amortization

Net property, plant and equipment

57.394

7,745,239 7.577.083

174.666
176.018
120.030

470.714

172.756
DEFERRED DEBITS

Deferredfuel andpurchasedpowerregulatoryasset (Note5)
Otherregulatory assets
Otherdeferred debits

Total deferred debits 459.763

TOTAL AS S ETS s 10.649.699 322.645

See Notes to Pinnacle West's Condensed Consolidated Financial Statements



PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS

(unaudited)
(dollars in thousands)

J une  30 December 3 l

LIABILITIES AND COMMON STOCK EQUITY

s
CURRENT LIABILIT IES

Accounts payable
Accrued taxes
Accrued interest
Short-term borrowings
Current maturities of long-term debt
Customer deposits
Deferred income taxes
Liabilit ies from risk management and trading

activities (Note 10)
Other current liabilities (Note 10)

Total current liabilities

293.386
336.338

26.455
174.019
85
66.952
24.845

289.235
31
15

384.947
60.509
94.710

399.368
153,245

560.209

720.693
297.425

2.272.073

LONG-TERM DEBTLESS CURRENTMATURITIES 2.815.665 2.608.455

1.200.030
570.697
277.592
284.060

1,225,253
592.494
269.011
264.476

DEFERRED CREDIT S AND omER
Deferred income taxes
Regulatory liabilities
Liability for asset retirements
Pension liability
Liabilities from long-term risk management

and trading activities (Note 10)
Unamortizedgain - Sade futility plant 43.469

256.413
45

Total deferred credits and other 2.988.896

co1v1m1Tm18nTs AND CONT1NGENC1ES (Notes 5, 12, 13
and 15)

2.079.774
(895)

2.078.879

2.067.377
(1,245)

(97,277)
84.233

(13,044)
1,219,094
3.284.929

(97,277)
262.397

COMMON STOCK EQUITY
Common stock, no par value
Treasury stock

Total common stock
Accumulated other comprehensive income (loss) (Note ll)

Minimum pension liability adjustment
Derivative instruments

Total accumulated other comprehensive income
Retained earnings

Total common stock equity
193.712

424.964

TOTALLIABILITIES AND COMMON STOCK EQUITY $ 10.649.699 $ 11.322.645

See Notes to Pinnacle West's Condensed Consolidated Financial Statements



PINNACLE WEST CAPITAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited)
(dollars in thousands)

Six Months Ended
June30,

2006 2005

i_
!
I_
!
E

!
s 124,609 s 51,183

91,057
185,613
(33,785)

188,863
(94,565)
92,656
(7,434)
16,481
11,730

(5,555)
(36,209)
(l7,436)

CASH FLOWS FROM OPERATING ACTIVITIES
Net Income
Adjustments to reconcile no income to net cash provided by

operating wries:
Sdverhawk impairinnent loss
Depreciation and amortization including nuclear fuel
Deferred fuel and purchased power
Deferred tire] and purchased power amortization
Allowance for equity funds used during construction
Deferred income taxes
Change in mark-to-market valuations

Changes in current assets and liabilities :
Customer and odder receivables
Materials, supplies and fossil libel
Other current assets
Accounts payable
Accrued taxes
Otdier anent liabilities

Proceeds from the Ade of real estate assets
Red estate investments.
Change in risk nnanagernent and trading .- assets
Change in risk management and trading - liabilities
Change in collateral
Change another long-term assets
Change in other long-term liabilities
Net cash How provided by operating activities

(764)
580

3,806
(91,543)
50,074

5,754
15,482

(61,758)
64,893

(132,448)
(155,354)

4,532
20,631
56,225

344
(15,773)
(27,571)

(107,299)
70,268
16,726
41,259

(39,968)
16,365
5,603

91,969
6,016

41,344
334,146

(363,795)
(8,983)

(302,880)
(6,833)

(185,046)

CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures
C8Pi'H1iMi interest
Purchase of Sundance
Proceeds from the sale of Silverhawk
Purchases of investment securities
Proceeds 'Nom sale of investment securities
Proceeds &om nuclear decommissioning trust sales
Investment in nuclear decommissioning Mast
Other
Netcash flow used for investing activities

207,620
(280,527)
280,527
114,875

(125,246)
1,618

(173,911)

(l,5'79,906)
1,431,348

82,764
(90,814)

2,724
(648,643)

CASH FLOWS FROM FINANCING ACTIVITIES
Issuanceof long-term debt
Repayment of long-teim debt
Short4ennborrowings and payments -- net
Dividends paid on common stock
Commonstockequity issuance
Other
Netcash How providedby (used for) financing activities

255,984
(353,549)
158,336
(99,227)

8,910
8,837

(20,709)

664,003
(430,673)

16,253
(90,364)
271,069
21,246

451,534

NET INCREASE (DECREASE) IN CASH AND CASH
EQUIVALENTS 137,037

CASH AND CASH EQUWALENTS AT BEGINNING OF PERIOD 163,366

CASH AND CASH EQUIVALENTS AT END OFPERIOD $

(138,395)

154,003

15,608 s 300,403

Supplemental disclosure of cash flow information
Cash paid during the period for:

Income taxes, net of retimes
Interest net of amounts capitalized

s
s

251
87,290

s
s

7,733
87,617

See Notes to Pinnacle West's Condensed Consolidated Financial Statements.
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Consolidation and Nature of Operations

The unaudited condensed consolidated financial statements include the accounts of Pinnacle
West and our wholly-owned subsidiaries: APS, Pinnacle West Energy, APS Energy Services
SunCor and El Dorado. All significant intercompany accounts and transactions between the
consolidated companies have been eliminated. Our accounting records are maintained in accordance
with GAAP, The preparation of financial statements in accordance with GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and
liabilities, disclosure of contingent assets and liabilities at the date of the financial statements and
reported amounts of revenues and expenses during the reporting period. Actual results could differ
Bom those estimates. We have reclassified certain prior year amounts to conform to the current year
presentation

2 Condensed Consolidated Financial Statements

Our unaudited condensed consolidated financial statements reflect all adjustments whichwe
believe are necessary for the fair presentation of our financial position, results of operations and cash
flows for the periods presented. We suggest that these condensed consolidated financial statements
and notes to condensed consolidated financial statements be read along with the consolidated
financial statements and notes to consolidated financial statements included in our 2005 Form 10-K

Quarterly Fluctuations

Weather conditions cause significant seasonal fluctuations in our revenues. In addition, real
estate and trading and wholesale marketing activities can have significant impacts on our results for
interim periods. For these reasons, results for interim periods do not necessarily represent results to
be expected for the year

Changes in Liquidity

In January2006, Pinnacle West inihsed into APS $210 million of the proceeds firm the sale
of Silverhawk; See "Equity Infusions" in Note 5 for more information

On February 28, 2006, Pinnacle West entered into an Uncommitted Master Shelf Agreement
with Prudential Investment Management, Inc. ("Prudential") and certain bf its atiiliates. The
agreement provides the terns under which Pinnacle West may offer up to $200 million of its senior
notes for purchase by Prudential affiliates at any time prior to December 31, 2007. The maturity of
notes issued under the agreement cannot exceed five years. Pursuant to the agreement, on
February 28, 2006, Pinnacle West issued and sold to Prudential affiliates $175 million of its 5.91%
Senior Notes, Series A, due February 28, 2011 (the "Series A Notes")

On April 3, 2006, Pinnacle West repaid $300 million of its 6.40% Senior Notes due April
2006. Pinnacle West used the proceeds of the Series A Notes, cash on hand and commercial paper
proceeds to repay these notes

On August 3, 2006, APS issued $400 million of debt as follows: $250 million of its 6.25%
Notes due 2016 and $150 million of its 6.875% Notes due 2036. A portion of the proceeds will be
used to pay at maturity approximately $84 million of APS' 6.75% Senior Notes due November 15



PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

2006, to fund its construction program and for other general corporate purposes. A portion of the
proceeds may also be used to pay any liability determined to be payable as a result of the review by
the Internal Revenue Service of a tax refined the Company received in 2002

The following table shows principal payments due on Pinnacle West's and APS' total long
tern debt and capitalized lease requirements (dollars in millions) as of June 30, 2006

Pinnacle West
86

Therea fte r

s 2,910 $ 2,573

Regulatory Matters

APS General Rate Case

On January 31, 2006, APS filed with the ACC updated financial schedules, testimony and
other data in the general rate case that APS originally filed on November 4, 2005. As requested by
the ACC staff the updated informationuses the twelve months ended September 30, 2005 as the test
period instead of the test year ended December 3 l, 2004 used in APS' original filing. As a result of
the updated filing, APS is requesting a 21.3%, or $453.9 million, increase in its annual retail
electricity revenues effective no later than December 3 l, 2006. The original filing requested a
l9.9%, or $409.1 million, retail rate increase

The updated requested rate increase is designed to recover the following (dollars in millions)

Updated Filing
(January 31, 2006)

O rig ina l F iling
(Novem ber 4, 2005)

Revenue
Increase

Percentage
Increase

Revenue
Increas e

Percentage
Increas e

$ 299.0 14.0%
4.6%

$ 246.8 12.0%
4.7%

Increased fuel and purchased power
Capital structure update
Rate base update, including acquisition of
Sundance Plant

Pension fund°mg
Other items

2.2%

(30.9) (1.4)% (18.2)

2.1%
2.0%

(0.9)%

Tota l increa s e $ 453.9 21.3% $ 409.1 19.9%

The request is based on (a) a rate base of $4.4 billion as of September 30, 2005; (b) a base
rate for fuel and purchased power costs of $0.031904 per kilowatt-hour based on estimated 2006

10



PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

prices, and (c) a proposed capital structure of 45% long-term debt and 55% common stock equity
with a weighted-average cost of capital of 8.73% (5.41% for long-term debt and 11.50% for common
stock equity). The requested increase in annual retail electricity revenues from the original filing is
based solely on increased fuel and pWchased power costs, slightly offset by other items (see the
above chart). If the ACC approves the requested base rate increase for fuel and purchased power
costs (see clause (b) of this paragraph), subsequent PSA rate adjustments and/or PSA surcharges
would be reduced because more of such costs would be recovered in base rates

updated request does not include the PSA annual adjustor rate increase of approximately
5% that took effect February 1, 2006, the PSA surcharge increase of approximately 0.7% that took
effect May 1, 2006, or APS' pending application for a 1.9% PSA surcharge rate increase. See
Power Supply Adjustor" below. The interim rate increase described immediately below would, if it

becomes permanent, accelerate the recovery of a portion of the fuel and purchased power component
of the general rate case request

Interim Rate Increase

On January 6, 2006, APS filed with the ACC an application requesting an emergency interim
rate increase of $299 million, or approximately 14%, to be effective April l, 2006. APS later
reduced this request to $232 million, or approximately ll%, due to a decline in expected 2006
natural gas and wholesale power prices. The purpose of the emergency interim rate increase was
solely to address APS' under-collection of higher annual fuel and purchased power costs. On May 2
2006, the ACC approved an order in this matter that, among other things

authorized an interim PSA adjustor, effective May 1, 2006, that resulted 'ii an interim
retail rate increase of approximately 8.3% designed to recover approximately
$138 million of fuel and purchased power costs 'incurred in 2006 (this interim
adjustor, combined with the $15 million PSA surcharge approved by the ACC (see
Surcharge for Certain 2005 PSA Deferrals" below), resulted in a rate increase of

approximately 9.0% designed to recover approximately $149 million of fuel and
purchased power costs during 2006)

provides that amounts collected through the interim PSA adjustor "remain subject to
a prudence review at the appropriate time" and that "all unplanned Palo Verde outage
costs for 2006 should undergo a prudence audit by [the ACC] Staff" (see "PSA
Deferrals Related to Unplanned Palo Verde Outages" below)

encourages parties to APS' general rate case to "propose modifications to the PSA
that will address on a permanent basis, the issues with timing of recovery when
deferrals are large and growing

affirmed APS' ability to defer tinsel and purchased power costs above the prior annual
cap of $776.2 million until the ACC decides the general rate case; and

encourages APS todiversify its resources "through large scale, sustained energy
efficiency programs, [using] low cost renewable energy resources as a hedge against
high fossil fuel costs

l l



PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

As noted above, the interim PSA adjustor would, if it becomes permanent, accelerate the recovery of
a portion of the heel and purchased power component of APS' general rate case and is not an
additional increase

Power Supply Adjustor

PSA Provisions

The PSA approved by the ACC. 'm April 2005 as part of APS' 2003 rate case provides for
adjustment of retail rates to reflect variations in retail fuel and purchased power costs. On
January 25, 2006, the ACC modified the PSA in certain respects. The PSA, as modified, is subject to
specified parameters and procedures, including the following

APS will record deferrals for recovery or refund to the extent actual retail fuel and
purchased power costs vary from the base fuel amount (currently $0.020743 per
k p h )

the deferrals are subject to a 90/10 sharing arrangement in which APS must absorb
10% of the retail fuel and purchased power costs above the base fuel amount and may
retain 10% of the benefit from the retail pixel and purchased power costs that are
below the base fuel amount

amounts to be recovered or refunded through the PSA adjustor are limited to a) a
cumulative plus or minus $0.004 per kph from the base fuel amount over the life of
the PSA and b) a maximum plus or minus $0.004 change in the adjustor rate in any
one year

the recoverable amount of annual retail fuel and purchased power costs through
current base rates and the PSA was originally capped at $776.2 million, however, the
ACC has removed the cap pending the ACC's final ruling on APS' pending request
'm the general rate case to have the cap eliminated or substantially raised

the PSA will remain in effect for a minimum five-year period, but the ACC may
eliminate the PSA at any time, if appropriate, in the event APS files a rate case before
the expiration of the five-year period (which APS did by filing the general rate case
noted above) or if APS does not comply with the terms of the PSA, and

APS is prohibited from requesting PSA surcharges until after the PSA annual
adjustor rate has been set each year. The amount available for potential PSA
surcharges will be limited to the amount of accumulated deferrals through the prior
year-end, which are not expected to be recovered through the annual adjustor or any
PSA surcharges previously approved by the ACC

2006 PSA Annual Adj Astor The effective date of the PSA's annual adjustor is February ]
2006 and the adjustor rate was set at the maximum $0.004 per kilowatt-hour effective February 1
2006. The change in the adjustor rate represents a retail rate increase of approximately 5% designed
to recover $110 million of deferred fuel and purchased power costs over the twelve-month period
beginning February 1, 2006

1 2
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Surcharge for Certain 2005 PSA Deferrals On April 12, 2006, the ACC approved APS
request to recover $15 million of 2005 PSA deferrals over a twelve-month period beginning
May 2, 2006, representing a temporary rate increase of approximately 0.7%. Approximately $45
million of 2005 PSA deferrals remain subject to apendingapplication (see "PSA Defends Related
to Unplanned Palo Verde Outages" below); the balance of the 2005 PSA deferrals is being recovered
under the 2006 PSA annual adjustor described in die preceding paragraph

PSA Deferrals Related to Unplanned Palo Verde Outages On February 2, 2006, APS
filed with the ACC an application to recover approximately $45 million over a twelve-month period
representing a temporary rate increase of approximately l.9%, proposed to begin no later than the
ACC's completion of its inquiry regarding the unplanned 2005 Palo Verdeoutages

As noted under "Interim Rate Increase" above, the ACC has directed the ACC staff to
conduct a "prudence audit" on unplanned 2006 Palo Verde outage costs. PSA deferrals related to
these2006 outages are estimated to be about $70 million

Proposed Modifications to PSA (Requested In General Rate Case)

In its pending general rate case, APS has requested the following modifications to the PSA

The cumulative plus or minus $0.004 per kph limit firm the base fuel amount over
the life of the PSA would be eliminated, while the maximum plus or minus $0.004
limit to changes in the adjustor late in any one year would remain in effect

The $776.2 million annual limit on the retail fuel and purchased power costs under
APS' current base rates and the PSA Would be removed or `mcreased (although APS
may defer TUe] and purchased power costs above $776.2 million per year pending the
ACC's final ruling on APS' pending request to have the cap eliminated or
substantially raised)

The current provision thatAPS is required to file a surcharge application with the
ACC aler accumulated pretax PSA deferrals equal $50 million and before they equal
$100 million would be eliminated, thereby giving APS flexibility in determining
when a surcharge filing should be made

The costs of renewable energy and capacity costs attributable to purchased power
obtained through competitive procurement would be excluded from the existing
90/10 sharing arrangementunder which APS absorbs 10% of the retail iii el and
purchased power costs above the base fuel amount and retains 10% of the benefit
from retail fuel and purchased power costs that are below thebase fuel amount, aha

10% of any realized gains or losses resulting from APS' hedges of retail fuel and
purchased power Costs would be retained or absorbed by APS before being subject to
the 90/10 sharing provision under die PSA

13



PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Equity Infus ions

On November 8, 2005, the ACC approved Pinnacle West's request to infuse more than $450
million of equity into APS during 2005 or 2006. These infusions consist of about $250 million of the
proceeds of Pinnacle West's common equity issuance on May 2, 20058and about $210 million of the
proceeds Hom the sale of Silverhawk in January 2006 (see Note 17). Pinnacle West has made these
equity infusions into APS

Federa l

Price Mitigation Plan

In July 2002, the FERC adopted a price mitigation plan that constrains the price of electricity
in the wholesale spot electricity market in the western United States. The FERC adopted a price cap
of $250 per MWh for the period subsequent to October 31, 2002. On February 13, 2006, the FERC
increased this price cap tO $400 Per MWh for prospective sales. Sales at prices above the cap must
be justified and are subject to potential refund

FERC Order

On August 11, 2004, Pinnacle West, APS, Pinnacle West Energy, and APS Energy Services
(collectively, the "Pinnacle West Companies") submitted to the FERC an update to its three-year
market-based rate review pursuant to the FERC's order implementing a new generation market
power analysis. On December 20, 2004, the FERC issued an order approving the. Pinnacle West
Companies' market-based rates for control areas other than those of APS, Public Service Company
of New Me>dco ("PNM") and Tucson Electric Power Company ("TEP"). The FERC staff required
the Pinnacle West Companies to submit additional data with respect to these control areas, and the
Pinnacle West Companies did so

On April 17, 2006, the FERC issued an order revoking the Pinnacle West Companies
market-based rate authority 'm the APS control area (the "FERC Order"). The FERC found that the
Pinnacle West Companies failed to provide the necessary information about the APS control area to
allow the FERC to make a determination about the FERC's generation market power "screens" in the
APS control area. The FERC found that the Pinnacle West Companies may charge market-based
rates in the PNM and TEP control areas

As a result of the FERC Order, the Pinnacle West Companies must charge cost-based rates
rather than market-based rates, in the APS control area for sales occurring after the date of the order
April 17, 2006. The Pinnacle West Companies are required to refund any amounts collected that
exceed the default cost-based rates for all market rate sales within the APS control area from
February 27, 2005 to April 17, 2006

The Pinnacle West Companies tiled a rehearing request of the FERC Order on May 17, 2006
and requested a technical conference with the FERC staff to discuss the order. The rehearing request
is still pending. The FERC granted the request to hold a technical conference so that FERC eMf and
the Pinnacle West Companies may discuss how to implement the cost-based mitigation requirements
of the FERC Order. The technical conference was held on July 10, 2006, and the Pinnacle West
Companies submitted a supplemental compliance tiling on July 3 l, 2006. Based upon an analysis of



Pinnacle West sponsors a qualified defined benefit and account balance pension plan, a
nonquadified supplemental excess benefit retirement plan, and other postretirernent benefit plans for
the employees of Pinnacle West and our subsidiaries. Pinnacle West uses a December 3 l
measurement date for its pension and odder postretirement benefit plans. The market-related value of
our plan assets.is their fair value at the measurement date.

the FERC Order and preliminary calculations of the refund obligations, at this time, neither Pinnacle
West nor APS believes that the FERC Order will have a material adverse effect on its financial
position, results of operations or cash flows.

6.

The following table provides details of the plans' benefit costs for the three and six months
ended June 30, 2006 and 2005. Also included is the portion of these costs charged to expense,
including administrative costs andexcluding amounts billed to electric plant participants or
capitalized as overhead construction (dollars in millions):

Service cost-benefits earned
during the period

Interest cost on benefit
obligation

Expected return on plan assets
Amortization of:

Transition (asset) obligation
Prior service cost

Net actuarial loss

Retirement Plans and Other  Benef i ts

PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

l
4

$ 13 s

$ 6 8 14 s 13

s

Pension Benefits

ThreeMonths Six Months
Ended June 30, Ended June 30,

2006 2005 2006 2005

17

(18)

9 $ 11

$

21

(21)

(1)
1
4

15

$ 24

46

(48)

(1)
l

12

34

$ 23

44

(44)

(2)
1

10

s 32

s 2

$

Other Benefits

Three Months Six Months
Ended June 30, Ended June 30,

2006 2005 2006 2005

4

(4)

l
3

s

$

9

(8)

5

2

9

4

l 2

s 10

4

$ 15

s

17

(18)

6

s l l

5

$ 19

17
(16)

2

8

Net periodic benefit cost
Portion of cost charged to

expense
APS' share of costs charged to

expense s 5 $ 6 s 13 s 12

s r t '  $

s 1 $ 3 .s 6

$

$ 7

ContHbutions

The contribution to our pension plan in 2006 is estimated to be approximately $50 million,
$29 million of which has been contributed through June 30, 2006. The contribution to our other
postretirement benefitplan in 2006 is estimated to be approximately $29 million. APS' share is
approximately 97% of both plans.

7. Business Segments

, We have three principal business segments (determined by products, services and the
regulatory environment):

15



PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

om' regulated electricity segment, which consists of tiaditionad regulated retail and
wholesale electricity businesses (primarily electricity service to Native Load
customers) and related activities and includes electricity generation, transmission and
distribution

our real estate segment, which consists of SunCor's real estate development and
investment activities: and

our marketing and trading segment, which consists of our competitive energy
business activities, including wholesale marketing and trading and APS Energy
Services' commodity-related energy services

Financial data for the three and six months ended June 30, 2006 and 2005 and at June 30
2006 and December 31, 2005 by business segment is provided as follows (dollars in millions)

Three  Months  Ended
J une 30

Six Months Ended
June 30

$ 713 $ $ 1,179 $ 996
Operating Revenues

Regulated electricity
Real estate
Marketing and trading 90

580
84
71
20

755$ 925 $ $ 1,595 $

30
1,341

32 20

Net Income (Loss)
Regulated electricity
Real estate
Marketing and 11'ading(a) (55)

$ 112 $ 27 s 125 s

(a) The three and six months ended June 30, 2005 include a loss in discontinued
operations related to the sale of Silverhawk of $59 million and $65 million
respectively

J une  30. 2006 December 31. 2005

Assets
Regulated electricity
Real estate
Marketing and trading

10.650 1 1

16



PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

8. Stock-Based Compensation

Pinnacle West offers stock-based compensation plans for officers and key employees of
Pinnacle West and our subsidiaries.

The 2002 Long-Term Incentive Plan ("2002 Plan") allows Pinnacle West to grant
performance shares, stock ownership incentive awards and non-qualified and performance-
accelerated stock options to key employees. We have reserved 6 million shares of common stock for
issuance under the 2002 plan. No more than 1.8 million shares may be issued in relation to
performance share awards and stock ownership incentive awards. The plan also provides for the
granting of new non-qualified stock options at a price per share not less than the fair market value of
the common stock at the time of grant. The stock options vest over three years, unless certain
performance criteria are met, which can accelerate the vesting period. The terms of the options
cannot be longer than 10 years and the options cannot be repriced.

Generally, each recipient of performance shares is entitled to receive shares of common stock
at the end of a three-year period based upon Pinnacle West's earnings per share growth rate during
that three-year period compared to the earnings per share growth rate of all relevant companies in a
specified utilities index. The number of shares of common stock a recipient is entitled to receive is
determined by Pinnacle West'S relative percentile ranking during the three-year period.

The 1994 Long-Tenn Incentive Plan ("l994 Plan") includes outstanding options but no new
options may be granted under the plan. Options vest one-third of the grant per year beginning one
year after the date the option is granted and expire ten years from the date of the grant, The 1994
Plan also provided for the granting of any combination of shares of restricted stock, stock
appreciation rights or dividend equivalents.

In the third quarter of 2002, we began applying the fair value method of accounting for stock-
based compensation, as provided for 'm SFAS No. 123, "Accounting for Stock-Based
Compensation." In accordance with the transition requirements of SFAS No. 123, we applied the
fair value method prospectively, beginning withl2002 stock grants. In prior years, we recognized
stock compensation expense based on the intrinsic value method allowed in APB No. 25,
"Accounting for Stock Issued to Employees."

Effective January 1, 2006, we prospectively adopted SFAS No. l23(R), "Share-Based
Payment." Because the fair value recognition provisions of both SFAS No. 123 and SFAS
No. l23(R) are materially consistent with respect to our stock-based compensation plans, the
adoption of SFAS No. l23(R) did not have a material impact on our financial statements.

The compensation cost that has been charged against income for share-based compensation
plans was $1 .3 million and $4.1 million for the three and six months' ended June 30, 2006,
respectively compared to $1 .6 million and $2.2 million for the three and six months ended June 30,
2005, respectively. The total income tax benefit recognized in the condensed consolidated income
statement for share-based compensation arrangements was $0.5 million and $1.5 million for the three
and sixmonths ended June 30, 2006, respectively, compared to $0.6 million and $0.9 million for the
three and six months ended June 30, 2005, respectively.

17
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The following table is a summary of option activity under our equity incentive plans as of
June 30, 2006 and changes during the six months ending on that date

Shares
(in dlousands)

Weighted
Average Exercise

Price

Weighted
Average

Remaining
Contractual Term

(Years)

Aggregate
Intrinsic Value

(dollars in
thousands)

1,696

(28)
(21)

$ 39.65
33.00

43.92

39.70 4.6 $ 3,411

Options

Outstanding at
January 1, 2006

Exercised
Forfeited or expired

Outstanding at
June 30, 2006

ExercMble at
June 30, 2006

1,647

1,641 39.71 4.6 3,400

, There were no options granted during the six months ended June 30, 2006 and 2005. The
intrinsic value of options exercised during the three months ended June 30, 2006 and 2005 was $0.2
million and $0.6 million, respectively. The intrinsic value of options exercised during the six months
ended June 30, 2006 and 2005 was $0.2 million and $1 .1 million, respectively.

The following table is a summary of the status of stock compensation awards, other than
options, as of June 30, 2006 and changes during the six months ending On that date:

Nonvested shares

Nonvested at January 1, 2006
GraNted
Vested
Forfeited

Nonvested at June 30, 2006

Shares
(in thousands)

528
274

(13)
(224)

565

$

Weighted-Average Grant-Date
Fair Value

38.23
41.50
44.13
36.10

40.52

As of June 30, 2006, there was $8.6 million of total unrecognized compensation cost related
to nonvested share-based compensation arrangements granted under the plan. That cost is expected
to be recognized over a weighted-average period of 1.8 years. No shares vested during the three
months ended Juhe 30, 2006 and 2005. The total fair value of shares vested during the six months
ended June 30, 2006 and 2005 was $0.5 million and $2.9 million, respectively.

Cash received from options exercised under our share-based payment arrangements was $0.9
million and $2.1 million for the three months ended June 30, 2006 and 2005, respectively. Cash
received from options exercised under our share-based payment arrangements was $0.9 million and
$6.1 million for the six months ended June 30, 2006 and 2005, respectively. The actual tax benefit
realized for the tax deductions from option exercises of the share-based payment arrangements was
immaterial for the three and six months ended June 30, 2006 and 2005.
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Pinnacle West has a current policy of issuing new shares to satisfy share requirements for
stock compensation plans and does not expect to repurchase any shares during 2006.

Variable-Interest Entities

[11 1986, APS entered into agreements with three separate VIE lessons in order to sell and
lease back interests in Palo Verde Unit 2. The leases are accounted for as operating leases in
accordance with GAAP. We are not the primary beneficiary of the Palo Verde VIEs and,
accordingly, do not consolidate them.

APS is exposed to losses under the Palo Verde sale leaseback agreements upon the
occurrence of certain eVents that APS does not consider to be reasonably likely to occur. Under
certain circumstances (for example, the NRC issuing specified violation orders with respect to Palo
Verde or the occurrence of specified nuclear events), APS would be required to assume the debt
associated with the transactions, make specified payments to the equity participants, and take title to
the leased Unit 2 interests, which, if appropriate, may be required to be written down in value. If
such an event had occurred as of June 30, 2006, APS would have been required to assume
approximately $228 million of debt and pay the equity participants approximately $182 mill ion.

10. Derivative and Energy Trading Accounting

We use derivative instruments (primarily forward purchases and sales, swaps, options and
futures) to manage our exposure to the commodity price risk inherent in the purchase and sale of
fuel, electricity and emission allowances and credits, as well as interest rate risk associated with long-
term debt. As of June 30, 2006, we hedged exposures to the price variability of the power and gas
commodities for a maximum of 3.25 years. The changes in market value of such contracts have a
high correlation to price changes in the hedged transactions. In addition, subject to specified risk
parameters monitored by the ERMC, we engage in marketing and trading activities intended to profit
from market price movements.

Cash Flow Hedges

The changes in the fair value of our hedged positions included in the Condensed
Consolidated Statements of Income, after consideration of amounts deferredunder the PSA, for the
three and six months ended June 30, 2006 and 2005 are comprised of the following (dollars in
thousands):
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Three Months Ended
June 30.

2006 2005

Six Months Ended
June30.

2006 2005

$ (2,975) $ 453 $(3,154) s 7,777

(119) (14) 739

Gains (losses) on the ineffective
portion of derivatives
qualifying for hedge
accounting

Gains (losses) from the change
in options' time value
excluded firm measurement
of effectiveness

Gains Bam the discontinuance
of cash flow hedges 434 385

During the next twelve months ending June 30, 2007, we estimate that Anet gain of $47
million before income taxes will be reclassified from accumulated OCI as an offset to the effect of
market price changes for the related hedged transactions. To the extent the amounts are eligible for
inclusion in the PSA, the amounts will be recorded as either a regulatory asset or liability and have
no effect on earnings (see Note.5).

Our assets and liabilities from riskmanagement and trading activitiesare presented in two
categories, consistent with our business segments.

The following table summarizes our assets and liabilities from risk management and trading
activities at June 30, 2006 and December 31, 2005 (dollars in thousands):

June 30. 2006

Current
Assets

Investments
and Other

Assets
Current

Liabilitie s

Deferred
Credits and

Other
Net Asset
(Lia bility)

s 330,793 s 192,384 31,757

15_632

s (329,666) s (161,754) $

(1,114) 14.518

126.604 128.461 (55,085) (81,018) 118.962

Regulated electricity:
Mark-to-market
Margin account

and options
Marketing

and trading:
Mark-to-market
Options and

emission
allowances

Total $
522

473,551 $
286

321,131 s
(14,617)

(399,368) $ (243,886) $
(13,809)
151,428
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December 31. 2005

Current
Assets

Investments
and Other

Assets
Current

Liabilities

De fe rre d
Credits  a nd Net Asset

(Liability)

$ 516,399 s 228,873 s (335,801) s (74,787) $ 334,684

(124,165) (122,351)

Regulated electricity
Mark-to-market
Margin account

and options
Marketing

and trading
Mark-to-market
Options and

emlsslon
allowances

(236,922) (181,417) 180.666

$ 827,779 $

77.836
597,831 $

(23,805)
(720,693)

(209)
$ (256,413) $

55.505
448,504

We maintain a margin account with a broker to support our risk management and trading
activities. The margin account was an asset of $13 million at June 30, 2006 and a liability of $123
million at December 31, 2005 and is included in the margin account in die table above. Cash is
deposited with the broker in this account at the time futures or options contracts are initiated. The
change in market value of these contracts (reflected in mark-to-market) requires adjustment of the
margin account balance

Cash or other assets may be required to serve as collateral against our open positions on
certain energy-related contracts. Collateral provided to counterparties was $13 million at June 30
2006 and $6 million at December 31, 2005, and is included in other current assets on the Condensed
Consolidated Balance Sheets. Collateral provided to us by counterparties was $67 million at June 30
2006 and $216 million at December 31, 2005, and is included in other current liabilities on the
Condensed Consolidated Balance Sheets

Credit Risk

We are exposed to losses in the eventof nonperformance or nonpayment bycounterparties

We have risk management and trading contracts with Many counterparties. Our risk management
process assesses and monitors the financial exposure of all counterparties. Despite the fact that the
great majority of trading counterparties' securities are rated as investment grade by die credit rating
agencies, there is still a possibility that one or more of these companies could default, resulting in a
material impact on consolidated earnings for a given period. Counterparties in the portfolio consist
principally of tinanciad institutions, major energy companies, municipalities and local distribution
companies. We maintain credit policies that we believe minimize overall credit risk to within
acceptable limits. Determination of the credit quality of our counterparties is based upon a number
of factors, including credit ratings and our evaluation of their financial condition. To manage credit
risk, we employ collateral requirements, standardized agreements that allow for the netting of
positive and negative exposures associated with a single counterparty and credit default swaps
Valuation adjustments are established representing our estimated credit losses on our overall
exposure to counterparties
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Comprehensive Income (Loss)

Components of comprehensive income (loss) for the three and six monthsendedJune 30
2006 and 2005 are as follows (dollars in thousands)

Three Months
Ended June 30

Six Months
Ended June 30

$ 112,154 $ 26,735 $ 124,609 $ 51,183

(69,124)

(676)

27.257

(24,220)

(9,769)

13.334

(274,107)

(18,206)

135.424

Net income
OCI (loss)

Net unrealized gains (losses) on
derivative instruments (a)

Reclassification of realized gain to
income (b)

Income tax benefit (expense) related
to items of OCI

(15,688)

(46,972)

Total OCI (loss)

Comprehensive income (loss)

(42,543)
$ 69,611

(20,655)
$ 6,080

(178,164)
$ (53,555)

72.764
$ 123,947

(a) These amounts primarily include unrealized gains and losses on contracts used to hedge
our forecasted electricity and natural gas requirements to serve Native Load. These
changes are primarily due to changes in forward natural gas prices and wholesale
electricity prices

(b) These amounts primarily include the reclassification of unrealized gainsaid losses to
realized for contracted commodities delivered during the period

12 Commitments and Contingencies

Palo Verde Nuclear Generating Station

Spent Nuclear Fuel and Waste Disposal

Nuclear power plant operators are required to enter into spent fuel disposal contracts with the
DOE, and the DOE is required to accept and dispose of all spent nuclear fuel and other high-level
radioactive wastes generated by domestic power reactors. AlthOugh the Nuclear Waste Policy Act
required the DOE to develop a permanent repository for the storage and disposal of spent nuclear
fuel by 1998, the DOE has announced that the repository cannot be completed before 2010 and it
does not intend to begin accepting spent nuclear fuel prior to that date. In November 1997, the
United States Court of Appeals for the District of Columbia Circuit (D.C. Circuit).issued a decision
preventing the DOE from excusing its own delay, but refused to order the DOE to begin accepting
spent nuclear iiuel. Based on this decision and die DOE's delay, a number of utilities, including APS
(on behalf of itself and the other Palo Verde owners), filed damages actions against the DOE in the
Court of Federal Claims
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APS currently estimates it will incur $147 million (in 2005 dollars) over the life of Palo
Verde for its share of the costs related to the on-site interim storage of spent nuclear fuel. At
June 30, 2006, APS had a regulatory asset of $2 million that represents amounts spent for on-site
interim spent fuel storage net of amounts recovered in rates per the ACC rate order that was effective
April 1, 2005 .

California Energy Market Issues and Refunds in the Pacific Northwest

FERC

In July 2001, the FERC ordered an expedited fact-finding hearing to calculate refunds for
spot market transactions in California during a specified time frame. APS was a seller and a
purchaser in the California markets at issue, and to the extent that refunds are ordered, APS should be
a recipient as well as a payer of such amounts. The FERC is still considering the evidence and
refund amounts have not yet been finalized. However, on September 6, 2005, the Ninth Circuit
issued a decision, concluding that the FERC may not order refunds from entities that are not within
the FERC's jurisdiction. Because a number of the entities owing refunds under the FERC's .
calculations are not within the FERC's jurisdiction, this order may affect the level of recovery of
refunds due in this proceeding. In addition, on August 8, 2005, the FERC issued an order allowing
sellers in the California markets to demonstrate that its refund methodology results in an overall
revenue shortfall for their transactions in the relevant markets over a specified time firanne. More
than twenty sellers made such cost recovery filings on September 14, 2005. On January 26, 2006,
the FERC conditionally accepted thirteen of these filings, reducing the refund liability for these
sellers. Correspondingly, this will reduce the recovery of total refunds in the California markets. On
August 2, 2006, the Ninth Circuit issued a decision on the appropriate temporal scope and the type of
transactions properly subject to the refund orders. In the decision, the Court preserved the scope of
the FERC's existing refund proceedings, but also expanded it potentially to include additional
transactions, remanding the orders to the FERC for further proceedings. Petitions for rehearing on
this order are due 90 days from the date of issuance. We currently believe the refund claims at FERC
will have no material adverse impact on our financial position, results of operations, cash flow or
l iquidity.

On March 19, 2002, the State of California filed a complaint with the FERC alleging that
wholesale sellers of power and energy, including the Company, failed to properly file rate
information at the FERC in connection with sales to California Nom 2000 to the present under
market-based rates. The complaint requests the FERC to require the wholesale sellers to refund any
rates that are "found to exceed just and reasonable levels." This complaint was dismissed by the
FERC and the State of California appealed the matter to the Ninth Circuit Court of Appeals. In an
order issued September 9, 2004, the Ninth Circuit upheld the FERC's authority to permit market-
based rates, but rejected the FERC's claim that it was without authority to consider retroactive
refunds when a utility has not strictly adhered to the quarterly reporting requirements of the market-
based rate system. On September 9, 2004, the Ninth Circuit remanded the case to the FERC for
further proceedings. Several of the interveners in this appeal tiled a petition for rehearing of this
decision on October 25, 2004. The petition for rehearing was denied on July 31, 2006. On August 4,
2006, the State of California filed a motion to stay the issuance of the mandate (scheduled to be
issued on August 7, 2006), until the end of the period for seeking rehearing in the California refund
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proceeding before the Ninth Circuit, discussed above. The outcome of the further proceedings
cannot be predicted at this time.

The FERC also ordered an evidentiary proceeding to discuss and evaluate possible refunds
for the Pacific Northwest. The FERC affirmed the AL]'s conclusion that the prices in the Pacific
Northwest were not unreasonable or unjust and refunds should not be ordered in this proceeding.
This decision has now been appealed to the Ninth Circuit Court of Appeals. Although the FERC
ruling in the Pacific Northwest Matter is being appealed and the FERC has not yet calculated the
specific refund amounts due in California, we do not expect that the resolution of these issues, as to
the amounts alleged in the proceedings, will have a material adverse impact on our financial position,
results of operations or cash flows.

On March 26, 2003, the FERC made public a Final Report on Price Manipulation in Wester
Markets, prepared by its staff and covering spot markets in the West in 2000 and 2001. The report
stated that a significant number of entities who participated 'm the California markets during the
2000-2001 time period, including APS, may potentially have been involved in arbitrage transactions
that allegedly violated certain provisions of the.Independent System Operator tariff Alter reviewing
the matter, along with the data supplied by APS, the FERC staff moved to dismiss the claims against
APS and to dismiss the proceeding. The motion to dismiss was granted by the FERC on January 22,
2004; Certain parties have sought rehearing of this order, and that request is pending.

FERC Order

See "FERC Order" in Note 5 for a discussion of an order issued by the FERC on April 17,
2006.

Natural Gas  Supply

Pursuant to the terms of a comprehensive settlement entered into in 1996 with E1 Paso
Natural Gas Company, the rates charged for natural gas transportation were subject to a rate
moratorium through December 31, 2005 .

On July 9, 2003, die FERC issued an order that altered the capacity rights of parties to the
1996 settlement but maintained the cost responsibility provisions agreed to by parties to that
settlement. On December 28, 2004, the D.C. Court of Appeals upheld the FERC's authority to alter
the capacity rights of parties to the settlement. With respect to the FERC's authority to maintain the
cost responsibility provisions of the settlement, a party has sought appellate review and is seeking to
reallocate die cost responsibility associated with the changed contractual obligations in away that
would be less favorable to APS and Pinnacle West Energy than under the FERC's July 9, 2003 order.
Should this party prevail on this point, APS and Pinnacle West Energy's anNual capacity Cost could
be increased by approximately $3 million per year alter income taxes for the period September 2003
through December 2005. This appeal had been stayed pending further consideration by the FERC.
Oh May 26, 2006, the FERC issued an Order on Remand affirming its earlier decision that there is no
basis for modifying the settlement rates during the remaining term of the settlement. Despite the
May 26 order, the party seeking appellate review is continuing to pursue an appeal of this issue.
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Consistent wide its obligations under the 1996 settlement, El Paso filed a new rate case on
June 30, 2005, which proposed new rates, terms and conditions and services to become effective on
January 1, 2006. These rates are subject to refund pending the outcome of a hearing. The cost
impact of this rate case will not have a material adverse erect on APS' financial position, results of
operations, cash flows or liquidity

Navajo Nation Litigation

In June 1999, the Navajo Nation served Salt River Project with a lawsuit filed in the United
States District Court for the District of Columbia (the "D.C. Lawsuit") naming Salt River Project,
several Peabody Coal Company entities (collectively, "Peabody"), Southern California Edison
Company and other defendants, and citing various claims in connection with the renegotiations of the
coal royalty and lease agreements under which Peabody mines coal for the Navajo Generating
Station and the Mohave Generating Station. APS is a 14% owner of the Navajo Generating Station,
which Salt River Project operates. The D.C. Lawsuit alleges, among other things, that the defendants
obtained a favorable coal royalty rate by improperly influencing the outcome of a federal
administrative process under which the royalty rate was to be adjusted. The suit seeks $600 million
in damages, treble damages, punitive damages of not less than $1 billion, and the ejection of
defendants "from all possessory interests and Navajo Tribal lands arising out of the [primary coal
lease]." InJuly 2001, the court dismissed all claims against Salt River Project.

In January 2005, Peabody served APS with a lawsuit filed in the Circuit Court for the City of
St. Louis naming APS and the other Navajo Generating Station participants and seeldng, among
other things, a declaration that the participants "are obligated to reimburse Peabody for any royalty,
tax, or Other obligation arising out of the D.C. Lawsuit." Based on APS' ownership 'interest 'm the
Navajo Generating Station, APS could be liable for up to 14% of any such obligation. APS believes
Peabody's claims are without merit and intends to contest those claims. Because the litigation is in
preliminary stages, however, APS cannot currently predict the outcome of this matter.

Superfund

Super f i x establishes liability for the cleanup of hazardous substances found contaminating

the soil, water or air. Those who generated, transported or disposed of hazardous substances at a
contaminated siteare among those who are PRPs. PRPs may be strictly, and often jointly and
severally, liable for clean-up. On September 3, 2003, the EPA advised APS that the EPA considers
APS to be a PRP in the Motorola 52"" Street Superfund Site, Operable Unit 3 (OUT) in Phoenix,
Arizona. APS has facilities that are within this superfund site. APS and Pinnacle West have agreed
with the EPA to perform certain investigative activities of the APS facilities within OU3. Because
the investigation has not yet been completed and ultimate remediation requirements are not yet
finalized, neither APS nor Pinnacle West can currently estimate the expenditures which may be
required.

In c o m e  Ta xe s

As a result of a change 'm IRS guidance, we claimed a tax deduction related to an APS tax
accounting method change on the 2001 federal consolidated income tax return. The accelerated
deduction resulted in a $200 million reduction in the current income tax liability and a corresponding
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increase in the plant-related deferred tax liability. In 2002, we received an income tax refund of
approximately $115 million related to our 2001 federal consolidated income tax return. The 2001
federal consolidated income tax return is currently under examination by the IRS. As part of this
ongoing exaniMation, the IRS is reviewing this accounting method change and the resultant
deduction. During 2004 and again in 2005, the current income tax liability was increased, with a
corresponding decrease to plant-related deferred tax liability, to reflect the expected outcome of this
audit. We do not expect the ultimate outcome of this examination to have a material adverse impact
on our financial position or results of operations. We expect that it will have a negative impact on
cash flows

Lit ig a t io n

We are party to various other claims, legal actions and complaints arising in the ordinary
course of business, including but not limited to environmental matters related to the Clean Air Act
NavajoNation issues and EPA arld ADEQ issues. In our opinion, the ultimate resolution of these
matters will not have a material adverse effect on our financial position, results of operations, cash
flows or liquidity

I

|

13. Nuclear Insurance

The Palo Verde participants have insurance for public liability resulting from nuclear energy
hazards to the full limit of liability under federal law. This potential liability is covered by primary
liability insurance provided by commercial insurance carriers in the amount of $300 million and the
balance by an industry-wide retrospective assessment program. If losses at any nuclear power plant
covered by the programs exceed the accumulated funds, APS could be assessed retrospective
premium adjustments. The maximum assessment per reactor under the program for each nuclear
incident is approximately $101 million, subject to an annual limit of $15 million per incident, to be
periodically adjusted for inflation. Based on APS' interest in the three Palo Verde units, APS
maximum potential assessment per incident for all three units is approximately $88 million, with an
annual payment limitation of approximately $13 million

The Palo Verde participants maintain "all risk" (including nuclear hazards) insurance for
property damage to, and decontamination of property at PaloVerde in the aggregate amount of
$2.75 billion, a substantial portion of which must first be applied to stabilization and
decontamination. APS has also secured insurance against portions of any increased cost of
generation or purchased power and business interruption resulting from a sudden and unforeseen
accidental outage of any of the three units. The property damage, decontamination, and replacement
power coverages are provided by Nuclear Electric Insurance Limited (NEIL). APS is subject to
retrospective assessments under all NEIL policies if NEIL's losses in any policy year exceed
accumulated funds. The maximum amount of retrospective assessments APS could incur under the
current NEIL policies totals $17.8 million. The insurance coverage discussed in this and the previous
paragraph is subject to certain policy conditions and exclusions

14. Other Income and Other Expense

The following table provides detail of other income and other expense for the three and six
months ended June 30, 2006 and 2005 (dollars in thousands)
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Three Months Ended
June 30,

2006 2005

Six Months Ended
June 30,

2006 2005

$ 8,810
2,285

717

s $ 9,171
7,190

883

s 383
5,191
2,342

Other income:
Asset sales
Interest income
SucCor joint venture earnings
Investment gains - net (a)
Miscellaneous

Total other income

210

12,022s s

142
3,872
2,370

923
1,377
8,684 $

245
17,489 $

1,571
9,487

IOther expense:
Non-operating costs (b)
Investment losses - net (a)
'Miscellaneous .

Total other expense

$ (3,828) 8 (3,058) 8 (7,547) 8
(1,066) -- (1,097)

(921) (788) (1,712)

8 (5,815) 8 (3,846) 8 (10,356) $

(6,156)
(326)

(1,750)

(8,232)

(H)

(b)

Includes joint venture and other non-operating income.

As defined by the FERC, includes below-the-line non-operating utility costs
(primarily community relations and other costs excluded from utility rate recovery).

15. Guarantees

We have issued parental guarantees and letters of credit and obtained surety bonds on behalf
of APS Energy Services. Our credit support instruments enable APS Energy Services to offer
commodity energy and energy-related products. Non-performance or non-payment under the
original contract by APS Energy Services would require us to perform under the guarantee or surety
bond. No liability is currently recorded on the Condensed Consolidated Balance Sheets related tO
Pinnacle West's current outstanding guarantees on behalf of its subsidiary. Our guarantees have no
recourse or collateral provisions to allow us to recover amounts paid under the guarantees. At June
30, 2006, we had guarantees totaling $21 million and surety bonds totaling $24 million with a term of
approximately one year for APS Energy Services. '

At June 30, 2006, Pinnacle West had approximately $4 million of letters of credit related to
workers' compensation expiring in 2007. We intend to provide from either existing or new facilities
for the extension, renewal or substitution of the letters of credit to die extent required.

i .

APS has entered into various agreements dirt require letters of credit for financial assurance
purposes. At June 30, 2006, approximately $200 million of letters of credit were outstanding to
support existing pollution control bonds of approximately $200 million. The letters of credit are
available to fund the payment of principal and interest of such debt obligations and expire in 2010.
APS has also entered into approximately $93 million of letters of credit to support certain equity
lessons in the Palo Verde sale leaseback transactions (see Note 9 for further details on the Palo Verde
sale leaseback transactions). These letters of credit expire in 2010. Additionally, at June 30, 2006
APS had approximately $5 million of letters of credit related to counterparty collateral requirements
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expiring in 2006. APS intends to provide from either existing or new facilities for the extension
renewal or substitution of the letters of credit to the extent required

We enter into agreements that include indemnification provisions relating to liabilities arising
from or related to certain of our agreements. APS has agreed to indemnify the equity participants
and other parties in the Palo Verde sale leaseback transactions with respect to certain tax matters
Generally, a Maximum obligation is not explicitly stated ire the indemnification provisions and
therefore, the overall maximum amount of the obligation under such indemnification provisions
cannot be reasonably estimated. Based on historical experience and evaluation of the specific
indemnities, we do not believe that any Material loss related to such indemnification provisions is
likely

16. Earnings Per Share

The following table presents earnings per weighted average common share outstanding for
the three and six months ended June 30. 2006 and 2005

Three Months Ended
June 30

Six Months Ended
June 30

s 1.12 $ 0.88 $ 1.23 $ 1.22

Basic earnings per share
Income from continuing operations
Income (loss) from discontinued

operations

Earnings per share -- basic s 1.13 $

(0.60)
0.28 $ 1.26

(0.68)
s 0.54

s 1.11 $ 0.88 $ 1.23 $ 1.22
Diluted earnings per share

Income from continuing operations
Income (loss) from discontinued

operations

Earnings per share - diluted $ 1.13

(0.60)
$ 0.28 $ 1.25

(0.68)
$ 0.54

Dilutive stock options and performance shares increased average common shares outstanding
by approximately 419,000 shares and 107,000 shares for the three months endedJune30, 2006 and
2005, respectively, and by approximately 394,000 shares and 100,000 shares for the six months
ended June 30, 2006 and 2005, respectively

Options to purchase 881,628 shares for the three-month period ended June 30, 2006 and
808,876 shares for the six-Month period ended June 30, 2006 were outstanding but were not included
in the computation of earnings per share because the options' exercise prices were greater than the
average market price Of the common shares. Options to purchase shares of common stock that were
not included in the computation of diluted earnings per share for that same reason were 491,984
shares for the three-month period ended June 30, 2005 and 503,859 shares for the six-month period
ended June 30. 2005
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17. Discontinued Operations

Silverhawk(marketing and trading segment) - In June 2005, we entered into an agreement
to sell our 75% interest in the Silverhawk Power Station to NPC. The sale was completed on
January 10, 2006. As a result of this sale, we recorded a loss from discontinued operations of
approximately $56 million ($9l million pretax) in the second quarter of 2005. The marketing and
trading segment discontinued operations amounts in the chart below also include the revenues and
expenses related to the operations of Silverhawk

SucCor (real estate segment) - In 2005 and 2006, SucCor sold commercial properties that
are required to be reported as discontlmued operations on Pinnacle West's Condensed Consolidated
Statements of Income in accordance with SFAS No..144

The following table provides revenue and income (loss) before income taxes and after
income taxes classified as discontinued operations on Pinnacle West's Condensed Consolidated
Statements of Income for the three and six months ended June 30, 2006 and 2005 (dollars in
millions)

Three Months Ended
June 30

.Six Months Ended
June 30

Revenue

Silverhawk
SunCor - commercial operations

Total revenue

$ 15 $ 1 S 43

$ 2 $ 18 $ 4 $ 50

$ (97) $ 1 $ (107)
Income (loss) before income taxes

Silverhawk (a)
SunCor -. commercial operations

Total income (loss) before income taxes $ 2 $ (96) $ 4 $ (104)

$ (59) $ 1 $ (65)
Income (loss) after income taxes

Silverhawk
SunCor ...- commercial operations

Total income (loss) afierincome taxes $ 1 $ (58) $ 3 $ (64)

(a) For the three and six months ended June 30, 2005, income (loss) before income taxes
includes an interest expense allocation, net of capitalized costs, of $3 million and $6
million respectively. The allocation was based on Pinnacle West's weighted-average
interest rate applied to the net property, plant and equipment

18 Nuclear Decommissioning Trust

To fund the costs APS expects to incur to decommission Palo Verde, APS established
external decommissioning trusts in accordance with NRC regulations. APS invests the trust funds in
debt and domestic equity securities. APS applies the provisions of SFAS No. 115, "Accounting for
Certain Investments in Debt and Equity Securities," in accounting for investments in
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decommissioning trust fids, and classifies these investments as available for sale. As a result, we
record the decommissioning trust funds at their fair value on our Condensed Consolidated Balance
Sheets. Because of the ability of APS to recover decommissioning costs in rates and in accordance
with the regulatory treatment for decommissioning trust funds, APS has recorded the offsetting
amount of unrealized gains (losses) on investment securities in other regulatory liabilities/assets The
following table summarizes the fair value ofAPS' nuclear decommissioning trust fund assets at
June 30, 2006 and December 31, 2005 (dollars in millions):

Fa ir Va lue

Tota l
Unre a lize d

Gains

To ta l
Unre a lize d

Los s es

June 30, 2006
Equity securities
Debt securities

$ $ $

To ta l $

160
147

307 s

53
1

54 $

2

2

$ s $
December 31, 2005

Equity securities
Debt securities

Total $

150
144

294 $

50
3

53 $

1

1

The costs of securities sold are determined on the basis of specific identification. The
following table sets forth approximate gains and losses and proceeds from the sale of securities by
the nuclear decommissioning trust funds (dollars in millions):

Three Months Ended June 30,
2006 2005

Six Months Ended June 30,

2006 2005

$ 1
(1)

$ $ 1
(2)

$ 1

(1)
Realized gains
Realized losses
Proceeds firm the sale of
securities 49 43 115 83

The fair value of debt securities, summarized by contractual maturities, at June 30, 2006 is as
follows (dollars in millions):

Less than one year
1 year - 5 years
5 years - 10 years

Greater than 10 years

Total

Fair Value
June 30, 2006
$ 14

32
38
63

147s
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PINNACLE WEST CAPITAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

1 9 . New Accounting Standards

In June 2006, the FASB issued FASB Interpretation No. 48, "Accounting for Uncertainty in
Income Taxes an interpretation of FASB Statement No. 109." This guidance requires us to
recognize the tax benefits of an uncertain tax position if it is more likely than not that the benefit will
be sustained upon examination by the taxing authority. The Interpretation is effective for fiscal years
beginning alter December 15, 2006. We are currently evaluating this new guidance and believe it
will not have a material impact on our financial statements.

r
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ARIZONA PUBLIC SERVICE COMPANY
CONDENSED STATEMENTS OF INCOME

(unaudited)
(dollars in thousands)

•

_ 2006

Three Months Ended
June 30,

2005

ELECTRIC OPERATING REVENUES
Regulated electricity
Marketing and trading

TOtal

s 714,727
4,123

718,850

$ 581,757
7,000

588,757

OPERATING EXPENSES
Regulated electricity fuel and purchased power
Marketing and trading fuel and purchased power
Operations and maintenance
Depreciation and amortization
Income taxes
Other taxes

Total
OPERATING INCOME

265,735
1,490

164,373
87,969
46,650
32,666

598,883
119,967

201,871
3,349

138,314
76,808
41,772
31,322

493,436
95,321

OTHER INCOME (DEDUCTIONS)
Income taxes
Allowance for equity funds used during construction
Other income (Note S-3)
Other expense (Note S-3)

Total

953
3,633

10,989
(4,558)
l1,017

(1,549)
2,952 .
7,005

(2,876)
5,532

INTEREST DEDUCTIONS
Interest on long-term debt
Interest on short-term borrowings
Debt discount, premium and expense
Allowance for borrowed funds used during construction

Total

34,890
2,985
1,025

(1,673)
37,227

35,612
2,055
1,188

(2,000)
36,855

NET INCOME .s 93,757 $ 63,998

See Notes to Pinnacle West's Condensed Consolidated Financial Statements and Supplemental Notes to
Arizona Public Service Company's Condensed Financial Statements.
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ARIZONA PUBLIC SERWCE COMPANY
CONDENSED STATEMENTS OF INCOME

(unaudited)
(dollars in thousands)

Six Months Ended
June 30.

2006 2005

ELECTRIC OPERATING REVENUES
Regulated electricity
Marketing and trading

Total

s 1,181,949
l3_770

1.195.719

s 1,000,191
29.858

1.030.049

OPERATING EXPENSES
Regulated electricity fuel and purchased power
Marketing and trading fuel and purchased power
Operations and maintenance
Depreciation and amortization
Income taxes
Other taxes

Total

OPERATING INCOME

424,009
2,858

337,726
174,280
43,621
68.214

1.050.708
145.011

283,785
31,651

280.608
159,022
58,152
62.767

875.985
l54_064

OTHER INCOME (DEDUCTIONS)
Il1C01'Il¢ taxes
Allowance for equity funds used during construction
Other income (Note S-3)
Other expense (Note S-3)

Total

1,189
7,434

15,085
(7,528)
16_180

(2,386)
5,555

12,664
(6,234)
9.599

INTEREST DEDUCTIONS
Interest on long-tem debt
Interest on short-term borrowings
Debt discount, premium and expense
Allowance for borrowed funds used during construction

Total

69,140
5,011
2,198

(3,394)
72.955

71,129
3,246
2,192

(3,947)
72.620

NET INCOME 88,236 s 9 1 .043

See Notes to Pinnacle West's Condensed Consolidated Financial Statements and Supplemental Notes to
Arizona Public Service Company's Condensed Financial Statements.
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ARIZONA PUBLIC SERVICE COMPANY
CONDENSED BALANCE SHEETS

(unaudited)
(dollars in thousands)

J une  30 December 31

AS S ETS

UTILITY PLANT
Electric plant in service and held for future use
Less accumulated depreciation and amortization

$ s 10,682,999
3 616.886

10,919,272
3 718.938
7.200.334

323.975
100.932
57.394

7-682.635

314.584
90.327

Construction work in progress
Intangible assets, net of accumulated amortization
Nuclear fuel, net of accumulated amortization

Utility plant - net 525,208

306.981
INVESTMENTS AND OTHER ASSETS

Decommissioning trust accounts (Note 18)
Assets firm long-term risk management and tiding

activities (Note S-1)
Other assets

Total investments and other assets

64.654
566.954

234.372
64

592.443

49.933

(3,568)
109.736
23

532.923

CURRENT ASSETS
Cash and cash equivalents
Customer and other receivables
Allowance for doubtful accounts
Materials and supplies (at average cost)
Fossil fuel (at average cost)
Assets from risk management and trading activities (Note S-1)
Deferred income taxes
Other current assets

Total current assets

441
(3,438)

112.891
25.210

349.657
3

18.012
947.507

14.639
148.942

l72_756
DEFERRED DEBITS

Deferred fuel and purchased power regulatory asset (Note 5)
Other regulatory assets
Unamortized debt issue costs
Other deferred debits

Total deferred debits

174.666
176.018
24
79.311

25.279

TOTAL ASSETS s 9,651,244 s 9.707_441

See Notes to Pinnacle West's Condensed Consolidated Financial Statements and Supplemental Notes to
Arizona Public Service Company's Condensed Financial Statements
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ARIZONA PUBLIC SERVICE COMPANY
CONDENSEDBALANCE SHEETS

(unaudited)
(dollars in thousands)

June 30,
2006

December 3 l ,
2005

CAPITALIZATION AND LIABILITIES

$ 178,162
2,063,098

863,911

$ 178,162
1,853,098

860,675

CAPITALIZATION
Common stock
Additional paid-in capital (Note 5)
Retained earnings
Accumdated other comprehensive income (loss):

Minimum pension liability adjustment
Derivative instruments

Common stock .equity
Long-term debt less current maturities

Total capitalization

(86,132)
37,804

3,056,843
2,479,214
5,536,057

(86,132)
179,422

2,985,225
2,479,703
5,464,928

CURRENT LIABILITIES
Commercial paper
Current maturities of long-term debt
Accounts payable
Accrued taxes
Accrued interest
Customer deposits
Deferred income taxes .
Liabilities Hom risk management and trading activities (Note S-1)
Other current liabilities (Note S-1)

Total current liabilities

117,558
84,829

186,510
396,069
25,657
58,493

85,620
215,384
360,737
25,003
55,474
64,210

480,138
227,398

1,513,964

336,372
90,428

1,295,916

DEFERRED CREDITS AND OTHER
Deferred income taxes
Regulatory liabilities
Liability for asset retirements
Pension liability .
Customer advances for construction
Unamortized gain - sale of utility plant
Liabilities from long-term risk management and trading

activities (Note S-1)
Other

Total deferred credits and other

1,212,106
570,697
277,592
251,116
63,704
43,469

1,215,403
592,494
269,011
233,342
60,287
45,757

167,987
232,600

2,819,271

83,774
228,481

2,728,549

COMMITMENTS AND CONTINGENCIES (Notes 5, 12, 13, 15 and S-4)

TOTAL CAPITALIZATION AND LIABILITIES $ 9,651,244 $ 9,707,441

See Notes to Pinnacle West's Condensed Consolidated Financial Statements and Supplemental Notes
to Arizona Public Service Company's Condensed Financial Statements.
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ARIZONA PUBLIC SERVICE COMPANY
CONDENSED STATEMENTS OF CASH FLOWS

(unaudited)
(dollars in thousands)

Six Months Ended
June 30

88.236 $

186.225
(94,565)
92.655
(7,434)
16.481

162.641
(33,785)

(5,555)
(1,926)

(12,191)

(13,257)
(4,707)

(12,223)
(10,854)

2
(61,798)

84.071
(20,592)

(26,765)
38.303

(162,310)
25.063

(120,505)
(5,045)
21
38.069

23

(313,479)
(3,394)

(301,098)
(3,947)

(185,046)
(769,166)
677.558

CASH FLOW S FROM OPERAIING ACTIVITIES
Net income
Adjustments to reconcile net income to net cash provided by operating
activities
Depreciation and amortization including nuclear fuel
Deferred fuel and purchased power
Deferred fuel and purchased power amortization
Allowance for equity funds used during construction
Deferred income taxes
Change in mark-to-market valuations

Changes in currentassets and liabilities
Customer and other receivables
Materials, supplies and fossil fuel
Other current assets
Accounts payable
Accrued taxes
Collateral
Other current liabilities

Change in risk management and trading activities - liabilities
Change in other long-term assets
Change in other long-term liabilities

Net cash flow provided by operating activities

CASH FLOW S FROM INVESTING ACTIVITIES
Capital expenditures
Allowance for borrowed funds used during construction
Purchase of Sundance Plant
Purchases of investment securities
Proceeds firm sale of investment securities
Proceeds firm nuclear decommissioning trust sales
Investment in nuclear decommissioning Mist
Repayment of loan by Pinnacle West Energy

(133,026)
133.026
114.875

(125,246) (90,814)
5004000
(3,l13)

(92,862)
(1,626)

(328,870)

163_975
(264,975)(1,690)

117.558
210.000
(85,000)
240.868
(49,933)
49.933

100.000
(42,500)
(43,500)
155.022
49.575

Net cash flow used for investing activities

CASH FLOW S FROM FINANCING ACTIVITIES
Issuance of long-term debt
Repayment and reacquisition of long-term debt
Short-term borrowings, net
Equity infusion
Dividends paid on common stock

Net cash f low provided by (used for) financing activities

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUW ALENTS AT BEG1NN1NG OF PERIOD

CASH AND CASH EQUIVALENTS AT END OF PERIOD

Supplemental disclosure of cash flow information
Cash paid (received) during the period for
Income taxes. net of refunds
Interest, net of amounts capitalized

(8,829)
73

See Notes to Pinnacle West's Condensed Consolidated Financial Statements and Supplemental Notes to Arizona Public Service
Company's Condensed Financial Statements
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Certain notes to APS' Condensed Financial Statements are combined with the Notes to
Pinnacle Wes"t's Condensed Consolidated Financial Statements. Listed below are the Condensed
Consolidated Notes to Pinnacle West's Condensed Consolidated Financial Statements, the majority
of which also relate to APS' Condensed Financial Statements. In addition, listed below are the
Supplemental Notes which are required disclosures for APS and should be read in conjunction with
Pinnacle West's Condensed Consolidated Notes

Condensed
Consolidated

Footnote
Reference

Note 1
Note 2
Note 3

Supplemental
Footnote

Reference

Note  s - 1
Note  S -2

No te 6
Note  7
Note  8
Note  9

Note  10
Note  11
Note  12
Note  13
Note  14
No te 15
Note  16
Note  17
Note  18
Note  19

Note  S -3

Consolidation and Nature of Operations
Condensed Consolidated Financial Statements
Quarterly Fluctuations
Changes in Liquidity
Regulatory Matters
Retirement Plans and Other Benefits
Business Segments
Stock-Based Compensation
Variable Interest Entities
Derivative and Energy Trading Accounting
Comprehensive Income
Commitments and Contingencies
Nuclear Insurance
Other Income and Other Expense
Guarantees
Earnings Per Share
Discontinued Operations
Nuclear Decommissioning Trust
New Accounting Standards
Related Party Transactions Note  S -4
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ARIZONA PUBLIC SERVICE COMPANY
SUPPLEMENTAL NOTES TO THE CONDENSED FINANCIAL STATEMENTS

S -1. Derivative and Energy Trading Accounting

APS is exposed to the impact of market fluctuations in the commodity price of electricity,
natural gas, coal and emissions allowances. As part of its overall risk management program, APS
uses various commodity instruments that qualify as derivatives to hedge purchases and sales of
electricity, fuels, and emission allowances and credits. As of June 30, 2006, APS hedged exposures
to these risks for a maximum of 3.25 years.

Cash Flow Hedges

The changes in the fair value ofAPS' hedged positions included in the APS Condensed
Statements of Income, after consideration of amounts deferred under the PSA, for the three and six
months ended June 30, 2006 and 2005 were comprised of the following (dollars in thousands):

Three  Months  Ended
J une 30,

2006 2005

Six Months Ended
June 30,

2006 2005

s (2,824) $ 451 $ (3,260) s 7,868

3 (119) (14) 739

Gains (losses) on the ineffective
portion of derivatives qualifying
for hedge accounting

Gains (losses) from the change 'm
options' time value excluded from
measurement of effectiveness

Gains from the discontinuance of
cash flow hedges 159 302

During the next twelve months ending June 30, 2007, APS estimates that a net gain of $15
million before income taxes will be reclassified from accumulated OCI as an offset to the effect of
market price changes for the related hedged transactions. To the extent theamounts are eligible for
inclusion in the PSA, the amounts will be recorded as either a regulatory asset or liability and have
no effect on earnings (see Noter).

APS' assets and liabilities from risk management and trading activities are presented in two
categories, consistent with Pinnacle West's business segments.

The following table summarizes APS' assets and liabilities firm risk management and
trading activities at June 30, 2006 and December 31, 2005 (dollars in thousands):
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ARIZONA PUBLIC SERVICE COMPANY
SUPPLEMENTAL NOTES TO THE CONDENSED FINANCIAL STATEMENTS

June 30, 2006

Current
Assets

Investments
and Other

Assets
Curre nt

Liabilities

Def i ned
Credits and

Other
Net Asset
(Liability)

s 192,384. s (329,666) $ (161,754) $ 31,757

15,632 (1,114) 14,518

Regulated Electricity:
Mark-to-market $ 330,793
Margin account and

options
Marketing and Trading:

Mark-to-maxket
Options

Total

3,232 2,935 (3,951)
(2,755)

(336,372)

(5,119) (2,903)
(2,755)

40,617$ 349,657 $ 195,319 $ s (167,987) $

December 31, 2005

Current
Assets

Investments
and Other

Assets
Current

Liabilities

Deferred
Credits and

Other
Net Asset
(Lia bility)

$ 516,399 s 228,873 $ (335,801) s (74,787) S 334,684

1,814 (124,165) (122,351)

Regulated Electricity:
Mark-to-market
Margin account and

options
Marketing and Trading:

Mark-to-market
Options

Total

5,499

$

13,027
1,683

532,923 S 234,372

(20,172) (8,778)
-- (209)

$ (480,1381 $ (83,774) $

(10,424)
1,474

203,383

We maintain a margin account with a broker to support our risk management and trading
activities. The margin account was an asset of $13 .million at June 30, 2006 and a liability of $123
million at December 31, 2005 and is included in the margin account in the table above. Cash is
deposited with the broker in this account at the time futures or options contracts are initiated. The
change in market value of these contracts (reflected in mark-to-market) requires adjustment of the
margin account balance.

Cash or other assets may be required to serve as collateral against APS' open positions on
certain energy-related contracts. Collateral provided to counterparties was $4 million at June 30,
2006 and is 'included in other current assets on the Condensed Balance Sheets. No collateral was
provided at December 31, 2005. Collateral provided to us by counterparties was $16 million at June
30, 2006 and $175 million at December 31, 2005, and is included in other current liabilities on the
Condensed Balance Sheets. , "

S-2 » Comprehensive Income (Loss)

Components of APS' comprehensive income (loss) for the three and six months ended
June 30, 2006 and 2005 are as follows (dollars in thousands):
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ARIZONA PUBLIC SERVICE COM:PANY
SUPPLEMENTAL NOTES TO THE CONDENSED FINANCIAL STATEMENTS

Three Months Ended
June 30

Six Months Ended
June 30

$ 93.757 $ 63,998 $ 88,236 $ 91,043

(62,304) (24, 147) (225,196) 84.070

(4,437) (7,157) (5,819)

Net income

OCI (loss)
Unrealized gains (losses) on

derivative instruments (a)
Reclassification of realized (gains)

losses to income (b)
Income tax (expense) benefit related to

items of OCI
Total OCI (loss)

Comprehensive income (loss) $

23
(36,171)
57,586 $

11
(17,331)
46,667

90.735
(141,618)

$ (53,382) $

(30,807)
47.444

138,487

(a> These amounts primarily include unrealized gains and losses on contracts used to hedge
our forecasted electricity and natural gas requirements to serve Native Load. These
changes are primarily due to changes in forward natural gas prices and wholesale
electricity prices

(b) These amounts primarily include the reclassification of unrealized gains and losses to
realized gains and losses for contracted commodities delivered during the period

S-3. Other Income and Other Expense

:

I
I

t

I

The following table provides detail of APS' other income and other expense for the three and
Six months ended June 30, 2006 and 2005 (dollars in thousands) I

Three Months Ended
June 30

Six Months Ended
June 30

Other income
Asset sades
Interest income
Investment gains - net
Miscellaneous

Total other income

$ 8.810 $ 142 s 9.171 $

s 10,989 s 7,005 s 15,085 s 12,664

$ s (2,708) $ (6,527) s (5,335)
Other expense

Non-operating costs(a)
Investment losses - net
Miscellaneous

Total other expense $

(3,311)
(710)
(537)

(4,558) $

(168)
(2,876) .s

(1,001)
(7,528) s

(899)
(6,234)

(a) As defined by the FERC, includes below-the-line non-operating utility costs
(primarily community relations arid other costs excluded from utility rate recovery)

40

I



ow l

ARIZONA PUBLIC SERVICE COMPANY
SUPPLEMENTAL NOTES TO THE CONDENSED FINANCIAL STATEMENTS

S-4. Related Party Transactions

From time to time. APS enters into transactions with Pinnacle West or Pinnacle West's other
subsidiaries. The following table summarizes the amounts included in the APS Condensed
Statements of Income and Condensed Balance Sheets related to transactions with affiliated
companies (dollars in millions)

Three Months
Ended

June 30

Six Months
Ended

June 30

Electric operating revenues
Pinnacle West - marketing and trading
Pinnacle West Energy

$ 2 s 2 $ 3 $ 3

$ 2 $ 3 s 3 s 5

Fueland purchased power costs
Pinnacle West Energy

Pinnacle West Energy interest income $

J une  30. 2006 December 31. 2005

$ 13 82
Net intercompany receivables (parables)

Pinnacle West - marketing and trading
APS Energy Services
Pinnacle West

I

(2)
s

(19)

(5 )

Electric revenues include sales of electricity to affiliated companies at contract prices
Purchased power 'includes purchases of electricity from affiliated companies at contract prices. APS
purchases electricity from and sells electricity to APS Energy Services, however, these transactions
are settlednet and reported net in accordance with EITF 03-1 l, "Reporting Realized Gains and
Losses on Derivative Instruments That Are Subject to FASB Statement No. 133 and Not 'Held for
Trading Purposes' As Defined in EITF Issue No. 02-3

Intercompany receivables primarily include amounts related to the intercompany sales of
electricity. Intercompany parables primarily include amounts related to the intercompany purchases
of electricity. Intercompany receivables and parables are generally settled on a current basis in cash

i
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I
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TIEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

The following discussion should be read in conjunction with Pinnacle West's Condensed
Consolidated Financial Statements and Arizona Public Service Company's Condensed Financial
Statements and the related Notes that appear 'm Item 1 of this report.

o vERvIEw 8
I
l
IPinnacle West owns all of the outstanding common stock ofAPS. APS is a vertically-

integrated electric utility that provides retail and wholesale electric service to most of the state of
Arizona, with the major exceptions of about one-half of the Phoenix metropolitan area, .the Tucson
metropolitan area and Mohave County in northwestern Arizona. APS has historically accounted for
a substantial part of our revenuesand earnings, and is expected to continue to do so. Customer
growth in APS' service territory is about three times the national averageand remains a Mdamental
driver of our revenues and earnings.

The ACC regulates APS' retail electric rates. The key issue affecting Pinnacle West's and
APS' financial outlook is the satisfactory resolution of APS' retail rate proceedings pending before
the ACC. As discussed in greater detail in Note 5, these proceedings consist of:

a general retail rate case pursuant to which APS is requesting a 21 .3%, or $453.9
million, increase in its annual retail electricity revenues effective no later than
December 31, 2006,

an application for a temporary rate increase of approximately 1.9%, Mouth a PSA
surcharge, to recover $45 million in retail fuel and purchased power costs relating to
Palo Verde's 2005 unplanned outages that were deferred by APS in 2005 under the
PSA and are subject to the ACC's completion of an inquiry regarding the outages,
and

the ACC's prudence review of amounts collected through the May 2, 2006 interim
PSA adjustor (see "Interim Rate Increase" in Note 5) related to unplanned 2006 Palo
Verde outages. The related PSA deferrals were approximately $70 million for the six
months ended June 30, 2006.

SunCor, our real estate development subsidiary, has been and is expected to be an important
source of earnings and cash flow. Our subsidiary, APS Energy Services, provides competitive
commodity-related energy services and energy-related products and services to commercial and
industrial retail customers in the western United States. El Dorado, our investment subsidiary, owns
minority interests in several energy-related investments and Arizona community-based ventures.

Pinnacle West Energy is our subsidiary that previously owned and operated unregulated `
generating plants. Pursuant to the ACC's April 7, 2005 order in APS' 2003 rate case, on July 29,
2005, Pinnacle West Energy transferred the PWEC Dedicated Assets to APS. See "APS 2003 Rate
Case" in Note 5. Pinnacle West Energy sold its 75% interest in Silverhawk to NPC on January 10,
2006. See Note 17 for discussion of discontinued operations. As a result, Pinnacle West Energy no
longer owns any generating plants and has ceased operations.
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We continue to focus on solid operational performance in our electricity generation and
delivery activities. In the delivery area, we focus on superior reliability and customer satisfaction.
We plan to expand long-term resources and our transmission and distribution systems to meet the
electricity needs of our growing retail customers arid sustain reliability.

See "Pinnacle West Consolidated - Factors Affecting Our Financial Outlook" below for a
discussion of several factors that could affect our future financial results.

EARNINGS  CONTR1BUT1ON BY BUS INES S  S EGMENT

Pinnacle West has three principal business segments (determined by products, services and
the regulatory environment):

our regulated electricity segment, which consists of traditional regulated retail and
wholesale electricity businesses (primarily electric service to Native Load customers)
and related activities and includes electricity generation, transmission and
distribution;

om real estate segment, which consists of SunCor's real estate development and
investment activities; and I

our marketing and trading segment, which consists of our competitive energy

business activities, including wholesale marketing and trading and APS Energy

Services' commodity-related energy services.

The following table summarizesnet income by segment for the three months and six months
ended June 30, 2006 and 2005 (dollars in millions):

$

Three Months Ended

June 30,

2006 2005

95 69

8 11

7 4

1 1

111 , 85

$ $

Six Months Ended
June 30,

2006 2005
so 83
30 19
9 l l
1 2

122 115

$

1 1
(59)
27

2

1

1 2 5

1
(65)
51

Regulated electricity
Real estate
Marketing and trading
Other
Income from continuing operations
Discontinued operations - net of tax:

Real estate (a)
Marketing and trading(b)

Net income $ 1 1 2 $ $ $

(a) Primarily relates to sales of commercial properties.
(b) Relates to the loss on the sale of Silverhawk in June 2005 and the operations of

Silverhawk.
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P INNACLE WES T CONS OLIDATED - RES ULTS  OF OP ERATIONS

General

Throughout the following explanations of our results of operations, we refer to "gross
margin." With respect to our regulated electricity segment and our marketing and trading segment,
gross margin refers to operating revenues less fuel and purchased power costs. "Gross margin" is a
"non-GAAP financial measure," as defined in accordance with SEC rules. Exhibit 99.1 reconciles
this non-GAAP financial measure to operating income, which is the most directly comparable
financial measure calculated and presented in accordance with accounting principles generally
accepted in the United States (GAAP). We view gross margin as an important performance measure
of the core profitability of our operations. This measure is a key component of our internal financial
reporting and is used by our management in analyzing our business segments. We believe that
investors benefit from having access to the same financial measures that our management uses. In
addition, we have reclassified certain prior-period amounts to conform to our current-period
presentation.

Deferred Fuel and Purchased Power Costs

APS' retail rate settlement became effective April 1, 2005. As part of the settlement, the
ACC approved the PSA, which permits APS to defer for recovery or refund fluctuations in retail fuel
and purchased power costs, subject to specified parameters. In accordance with the PSA, APS defers
for future rate recovery 90% of the difference between actual retail fuel and purchased power costs
and the amount of such costs currently included in base rates. APS' recovery of PSA deferrals from
its customers is subject to the ACC's approval of annual PSA adjustments and periodic surcharge
applications. See "Power Supply Adjustor" inNote 5.

Since the inception of the PSA, APS has incurred substantially higher fuel and purchased
power prices than those authorized in APS' current base rates and has deferred those cost differences
in accordance with the PSA. The balance of APS' PSA deferrals at June 30, 2006 was $175 million;
APS estimates that its PSA deferral balance at December 3 l, 2006 will be approximately $155
million to $175 million, based on APS' hedged positions for fuel and purchased power at June 30,
2006 and recent forward market prices for natural gas and purchased power (which are subject to
change). The recovery of PSA defends through ACC approved adjustors and surcharges recorded as
revenue is offset dollar-for-dollar by the amortization of those deferred expenses.

APS operated Palo Verde Unit 1 at reduced power levels from December 25, 2005 until
March 18, 2006 due to vibration levels in one of the Unit's shutdown cooling lines. During an
outage at Unit 1 from March 18, 2006 to July 7, 2006, APS performed the necessary work and
modifications to remedy the situation. APS estimates that incremental replacement power costs
resulting from Palo Verde's outages and reduced power levels were approximately $78 million
during the six months ended June 30, 2006. The related PSA deferrals were approximately $70
million in that period. The Palo Verde replacement power costs were partially offset by $30 million
of lower than expected replacement power costs related to APS' fossil-fueled generating units during
the six months ended June 30, 2006. As a result, the corresponding deferrals were reduced in that
six-month period by $27 million.

The PSA deferral balance at June 30, 2006 and estimated balance as of December 3 l, 2006
each includes (a) $45 million related to replacement power costs associated with unplanned 2005
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Palo Verde outages and (b) $70 million related to replacement power costs associated with
unplanned 2006 outages or reduced power operations at Palo Verde. The PSA deferrals associated
with these uNplanned Palo Verde outages and reduced power operations are the subject of ACC
prudence reviews. See "PSA Deferrals Related to Unplanned Palo Verde Outages" in Note 5.

Operating Results .- Three-month period ended June 30, 2006 compared with threemonth
period ended June 30, 2005.

Our consolidated net income for the three months ended June 30, 2006 was $1.12 million
compared with $27 million for the comparable prior-year period. The three months ended June 30,
2005 included a net loss Hom discontinued operations of $58 million, substantially all of which was
related to the sale and operations of Silverhawk, Income from continuing operations increased $26
million in the period-to-period comparison, reflecting the following changes in earnings by segment:

Regulated Electricity Segment - Income from continuing operations increased
approximately $26 million primarily due to higher retail sales volumes related to
customer growth, effects of warmer weather on retail sales, income tax credits related
to prior years resolved in 2006, and lower interest expense. These positive factors
were partially offset by higher operations and maintenance expense related to
generation and customer service. Higher fuel and purchased power costs (as
discussed above) were substantially offset by the deferral of those costs in accordance
with the PSA .

Real Estate Segment - Income from continuing operations decreased approximately
$3 million primarily due to decreased margins on parcel sales, partially offset by
increased margins on residential sales.

Marketing and Trading Segment - Income from continuing operations increased
approximately $3 million primarily due to higher unit margins on wholesale sales.
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Additional details on the major factors that increased (decreased) net income are contained in the
following table (dollars in millions)

Increase (Decrease)

$ (43)
40

s (26)
24

26

30

10

Regulated electricity segment gross margin
Higher fuel and purchased power costs
Increased deferred fuel and purchased power costs
Higher retail sales volumes due to customer growth,

excluding weather effects
Effects of warmer weather on retail sales
Miscellaneous items. net

Net increase in regulated electricity segment gross margin
Higher marketing and trading segment gross margin primarily due

to higher unit margins on wholesale sales
Lower real estate segment contribution primarily related to

decreased margins on parcel sades, partially offset by
increased margins on residential sales

Operations and maintenance increases primarily due to
Generation costs, including maintenance and overhauls
Customer service costs, including regulatory demand-side

management programs and planNed maintenance
Miscellaneous items. net

Lower interest expense, net of capitalized financing costs, primarily
due to lower debt balances, partially offset by higher rates

Income tax credits related to prior years resolved in 2006
Miscellaneous items. net

Net increase in income from continuing operations

Discontinued operations related to the sale of Silverhawk

Net increase in net income

20 26

Regulated Electricity Segment Revenues

Regulated electricity segment revenues were $133 million higher for the three months ended
June 30, 2006 compared with the prior-year period primarily as a result of?

a $75 million increase 'm revenues related to recovery of PSA deferrals, which had no
earnings effect because of amortization of the same amount recorded as fuel and
purchased power expense (see "Deferred Fuel and Purchased Power Costs" above)

a $36 million increase in retail revenues related to customer growth, excluding
weather effects

a $22 million increase inretail revenues related to warmer weather:

a $10 million increase in Off-System Sales due to higher prices; and

a $10 million decrease due to miscellaneous factors
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Real Estate Segment Revenues

Read estate segment revenues were $28 million higher for the three months ended June 30,
2006 compared with the prior-year period primarily as a result 0E

a $32 million increase from residential sales due to higher prices and volumes,

an $11 million decrease from parcel sales due to timing, and

a $7 million increase due to miscellaneous sales.
I

I
I

Marketing and Trading SegMent Revenues

Marketing and trading segment revenues were $19 million higher for the threemonths ended
June 30, 2006 compared with the prior-year period primarily as a result of:

a $12 million increase due to higher power prices on delivered wholesale electricity
sales,

a $10 million increase Eoin higher prices on competitive leiail sales in California;
and

a $3 million decrease in mark-to-market gains on contracts for filature delivery due to
changes in forward prices.

Operating Results .- Six-month period ended June 30, 2006 compared with six-month period
ended June 30, 2005

Our consolidated net income for the six months ended June 30, 2006 was $125 million
compared with $51 million for the comparable prior-year period. The six months ended June 30,
2005 included a net loss from discontinued operations of $64 million, substantially all of which was
related to the sale and operations of Silverhawk. Income from continuing operations increased $7
million in the period-to-period comparison, reflecting the following changes in earnings by segment:

Regulated Electricity Segment - Income from continuing operations decreased
approximately $1 million primarily due to higher fuel and purchased power costs (as
discussed above), and higher operations and maintenance expense related to
generation and customer service. These negative factors were partially offset by
deferred fuel and purchased power costs, higher retail sales volumes due to customer
growth, income tax credits related to prior years resolved in 2006, effects of weather
on retail sales, a retail price increase effective April 1, 2005, lower interest expense;
and higher interest income.

Real EState Segment - Income from continuing operations increased approximately
$11 million primarily due to increased margins on residential and parcel sales.

Marketing and Trading Segment - Income from continuing operations decreased
approximately $2 million primarily due to lower mark-to-market gains on contracts
for future delivery, partially offset by higher unit margins on wholesale sales.
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Additional details on the major factors that increased (decreased) net income are contained in the
following table (dollars in millions):

Increase (D€Cf€8S€)
Pretax After Tax

$ (98) $ (60)

53 32

39
13
7

(13)
1

(4) (2)

18 1 1

(28) (17)

(11) (7)

7 4

6

Net increase (decrease) in income from continuing operations
Discontinued operations related to the sale of Silverhawk

and sales of real estate assets

$

1

.(10)

4
10

3

7

Regulated electricity segment gross Margin:
Higher fuel and purchased power costs
Increased deferred fuel and purchased power costs (deferrals

began April 1, 2005) ,
Higher retail sales volumes due to customer growth,

excluding weather effects
Effects of weather on retail sales
Retail price increase effective April l, 2005
Miscellaneous items, net

Net increase in regulated electricity segment gross margin
Lower marketing and trading segment gross margin primarily

related to lower mark-to-market gains, partially offset by higher
unit margins on wholesale sales

Higher real estate segment contribution primarily related to
increased margins on residential and parcel sales

Operations arid maintenance increases primarily due to:
Generation costs, including maintenance and overhauls
Customer service costs, including regulatory demand-side

management programs and planned maintenance
Lower interest expense, net of capitalized financing costs, primarily

due to lower debt balances, partially offset by higher rates
Higher other income, net of expense, primarily due to miscellaneous

asset sales and increased interest income
Income tax credits related to prior years resolved in 2006
Miscellaneous items, net

Net increase in net income s

67
74

Regulated Electricity Segment Revenues

Regulated electricity segment revenues were $183 million higher for the six months ended
June 30, 2006 compared with the prior-year period primarily as a result of:

a $93 million increase in revenues related to recovery of PSA deferrals, which had no
earnings effect because of amortization of the same amount recorded as fuel and
purchased power expense (see "Deferred Fuel and Purchased Power Costs" above),

a $54 million increase in retail revenues related to customer growth, excluding
weather effects,
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an $18 million increase in retail revenues related to weather

a $12 million increase in Off-System Sales primarily resulting from sales previously
reported in the marketing and trading segment that were classified beginning in April
2005 as sades in the regulated electricity segment in accordance with the APS retail
rate case settlement

a $10 million increase in Off-System Sales due to higher prices

a $7 million increase in retail revenues due to a price increase effective April I, 2005

an $11 Million decrease due to miscellaneous factors

Real Estate Segment Revenues

Real estate segment revenues were $66 million higher for the six months ended June 30
2006 compared with the prior-year period primarily as a result of:

a $48 million increase from residential sales duets higher prices and volumes

a $9 million increase from parcel saLes due to timing; and

a $9 million increase due to miscellaneous sales

Marketing and Trading Segment Revenues

Marketing and trading segment revenues were $15 million higher for the six months ended
June 30, 2006 compared with the prior-year period primarily as a result of:

a $32 million increase firm higher prices on competitive retail sales in Califomia

a $12 million decrease in off-system sales due to the absence of sales previously
reported in the marketing andtrading segment that wereclassified beginning in April
2005 as sales in the regulated electricity Segment in accordance with theAPS retail
rate case settlement

a $7 million decrease in mark-to-market gains on contracts for future delivery due to
changes in forward prices; and

a $2 million increase due to miscellaneous factors
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LIQUIDITY AND CAPITAL RESOURCES

Capital Needs and Resources .- Pinnacle West Consolidated

Capital Expenditure Requirements

The following table summarizes the actual capital expenditures for the six months ended
June 30, 2006 and emimated capital expenditures for the next three years

CAP ITALEXPENDITURES
(dollars in millions)

Six Months Ended
June 30

Estimated for the Year Ended
December 3 l

Distribution
Transmission
Generation
Other (a)

Subtotal
SucCor (b)

ca) Primarily information systems and facilities projects

(b) Consists primarily of capital expenditures for land development and retail and office
building construction reflected in "Real estate investments" and "Capital
expenditures" on the Condensed Consolidated Statements of Cash Flows

Distribution and transmission capital expenditures are comprised of infrastructure additions
and upgrades, capital replacements, new customer construction and related information systems and
facility costs. Examples of the types of projects included in the forecast include lines, substations
line extensions to new residential and commercial developments and upgrades to customer
information systems. Major transmission projects are driven by song regions customer growth

Generation capital expenditures are comprised of various improvements to APS' existing
fossil and nuclear plants and Mereplwement of Palo Verde steam generators (see below). Examples
of the types of projects included in this Category are additions, upgrades and capital replacements of
various power plant equipment such as turbines, boilers and environmental equipment. Generation
also includes nuclear fuel expenditures of approximately $35 million annually for 2006 through

The Palo Verde owners have approved the manufacture of one additional set of steam
generators. These generators will be installed in Unit 3 and are scheduled for completion 'm the fall
of 2007 at an approximate cost of $75 million (APS' share). Approximately $25 million of the Unit



3 steam generator costs have been incurred through June 30, 2006, with the remaining $50 million
included in the capital expenditures table above. Capital expenditures will be funded with internally
generated cash and/or external financings

Contractual Obligations

Our filature contractual obligations have not changed materially from the amounts disclosed in
Part II, Item 7 of the 2005 Form 10-K, with the exception of our aggregate

fuel and purchased power commitments, which increased from approximately $1.9
billion at December 31. 2005 to $2.9 billion at June 30, 2006 as follows (`m billions)

2007-2008 2009-2010 Thereafter

See Note 4 for a list of payments due on total long-term debt and capitalized lease
requirements

Off-Balance Sheet Arrangements

In 1986, APSentered into agreements with three separate VIE lessons in order to sell and
lease back interests in Palo Verde Unit 2. The leases are accounted for as operating leases i11
accordance with GAAP. We are not the primary beneficiary of the Palo Verde VIEs and
accordingly, do not consolidate them

APS is exposed to losses under the Palo Verde sale leaseback agreements upon the
occurrence Of certain events that APS does not consider to be reasonably likely to occur. Under
certain circumstances (for example, the NRC issuing specified violation orders with respect to Palo
Verde or the occurrence of specified nuclear events), APS would be required to assume the debt
associated with the transactions, make specified payments to the equity participants, and tice title to
the leased Unit 2interests, which, if appropriate, may be required to be written down in value. If
such an event had occurred as of June 30, 2006, APS would have been required to assume
approximately $228 million of debt and pay the equity participants approximately $182 million

Guarantees and Letters of Credit

We have issued guarantees and letters of credit in support of our unregulated businesses. We
have also obtained surety bonds on behalf of APS Energy Services. We have not recorded any
liability on our Condensed Consolidated Balance Sheets with respect to these obligations. We
generally agree to indemnification provisions related to liabilities arising from or related to certain of
our agreements, with limited exceptions depending on the particular agreement. See Note 15 for
additional information regarding guarantees and letters of credit

Credit Ratings

The ratings of securities of Pinnacle West and APS as of August 7, 2006 are shown below
The ratings reflect the respective views of the rating agencies, from which an explanation of the
significance of their ratings may be obtained. There is no assurance that these ratings will continue
for any given period of time. The ratings may be revised or withdrawn entirely by the rang



agencies, lg in their respective judgments, circumstances so warrant. Any downward revision or
withdrawal may adversely affect the market price of Pinnacle West's or APS' securities and serve to
increase the cost of and access to capital. It may so require additional collateral related to certain
derivative instruments (see Note 10).

Moody' s Standard &Poor's

Be  (P ) BB+ (prelim)
Pinnacle West

Senior unsecured("l
Commercial paper
Outlook Negative Stable

BBB-

BBB-

Senior unsecured
Secured lease
obligation bonds

Commercial paper
Outlook Negative Stable

(*')Pinnacle West has a combined shelf registration under SEC Rule 415. Moody's assigns a
provisional (P) rating and Standard & Poor's assigns a preliminary (prelim) rating to such shelf
registrations. Pinnacle West currently has no outstanding, rated senior unsecured securities.

Debt Provisions

Pinnacle West's and APS' debt covenants related to their respective bank financing
arrangements include a debt to capitalization ratio. Certain of APS' bank fuiancing arrangements
also include an interest coverage test. Pinnacle West and APS comply with these covenants and each
anticipates it will continue to meet these and other significant covenant requirements. For each of
Pinnacle West and APS, these covenants require that the ratio of consolidated debt to total
consolidated capitalization cannot exceed 65%. At June 30, 2006, the ratio was approximately 48%
for Pinnacle West and 46% for APS. The provisions regarding interest coverage require a minimum
cash coverage of two times the interest requirements for APS. The interest coverage was
approximately 4 times under APS' bank financing agreements as Of June 30, 2006. Failure to
comply with such covenant levels would result in an event of default which, generally speaking,
would require the immediate repayment of the debt subject to the covenants and could cross-default .
other debt.

Neither Pinnacle West's nor APS' financing agreements contain "rating triggers" that would
result in an acceleration of the required interest and principal payments in the event of a rating
downgrade. However, in the event of a further rating downgrade, Pinnacle West and/or APS may be
subject to increased interest costs under certain financing agreements.

All of Pinnacle West's bank agreements contain "cross-default" provisions that would result
in defaults and the potential acceleration of payment under these loan agreements if Pinnacle West or
APS were to default under certain other material agreements. All of APS' bank agreements contain
Cross-default provisions that would result in defaults and the potential acceleration of payment under
these bank agreements if APS were to default under certain other material agreements. Pinnacle
West and APS do not have a material adverse change restriction for revolver borrowings,



SeeNote4 for further discussions

Capital Needs and Resources - By Company

Pinnacle West (Parent Company)

Our primary cashneeds are for dividends to our shareholders and principal and interest
payments on our long-term debt. The level of our common stock dividends and future dividend
growth will be dependent on a number of factors including, but not limited to, payout ratio trends
free cash flow and financial market conditions

Our primary sources of cash are dividends from APS, external financings and cash
distributions lion om other subsidiaries, primarily SucCor. An existing ACC order requires APS to
maintain a common equity ratio of at least 40% and prohibits APS Hom paying common stock
dividends if the payment wouldreduce its common equity below that threshold. As defined in the
ACC order, the common equity ratio is common equity divided by the sum of common equity and
long-term debt, including current maMrities of long-term debt. At June 30, 2006, APS' common
equity ratio, as defined, was approximately 54%

Pinnacle West sponsors a qualified defined benefit and account balance pension plan for the
eMployees of Pinnacle West and our subsidiaries. We contribute at least the minimum amount
required under IRS regulations, but no more than the maximum tax-deductible amount. The
minimum required funding takes into consideration the value of the plan assets and our pension
obligation. The assets in the plan are comprised of common stocks, bonds, common and collective
trusts and short-tenn inveslments. Future year contribution amounts are dependent onhind
performance and valuation assumptions of plan assets. We contributed $53 million in 2005. The
contribution to our pension plan in 2006 is estimated to be approximately $50 million, $29 million of
which has been contributed through June 30, 2006. The contribution to our other postretirement
benefit plan in 2006 is estimated to be approximately $29 million. APS and odder subsidiaries fund
their share of the contributions. APS' share is approximately 97% of both plans

In J a nua ry 2006, P inna cle  Wes t inhxs ed into APS  $210 million of the  proceeds  from the s a le
of S ilve rha wk. S ee  "Equity Infus ions " in Note  5 for m ore  inform a tion

On February 28, 2006, Pinnacle West entered into an Uncommitted Master Shelf Agreement
with Prudential Investment Management, Inc. ("Prudential") and certain of its affiliates. The
agreement provides the terms under which Pinnacle West may offer up to $200 million of its senior
notes for purchase by Prudential affiliates at any time prior to December 3 l, 2007. The maturity of
notes issued under the agreement cannot exceed five years. Pursuant to the agreement, on
February 28, 2006, Pinnacle West issuedandsold to Prudential affiliates $175 million of its 5.91%
Senior Notes, Series A, due February 28, 2011 (the "Series ANotes") .

On Apri l 3, 2006, Pinnacle West repaid $300 million of its 6.40% Senior Notes due April
2006. Pinnacle West used the proceeds of the Series A Notes, cash on hand and commercial paper
proceeds to repay these notes
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On July 19, 2006, the Pinnacle West Board of Directors declared a quarterly dividend of
$0.50 per share of common stock, payable on September 1, 2006, to shareholders of record on
August l, 2006

In connection with the FERC Order discussed under "Federal" in Note 5, the FERC revoked
a previousFERC order allowing PinnaCle West to issue securities or incur long-term debt without
FERC approval. On May 3, 2006, the FERC issued an order approving Pinnacle West's application
to issue a broad range of debt and equity securities through June 30, 2008. Pinnacle West does not
expect this FERC order to limit its ability to meet its capital requirements

APS' capital requirements consist primarily of capital expenditures and optional and
mandatory redemptions of long-term debt. APSpays for its capitalrequirements with cashiirom
operationsand, to the extent necessary, external fnancings. APS has historically paid its dividends
to PinnacleWest with cash from operations. See "Pinnacle West (Parent Company)" above for a
discussion of the commonequity ratio that APS must maintain in order to pay dividends toPinnacle

Although provisions in APS' articles of incorporation and ACC financing orders establish
maximumamounts of preferredstock and debt that APS may issue, APS does not expect any of these
provisions to limit its ability to meet its capital requirements

On August 3, 2006, APS issued $400 million ofdebtas follows: $250 million of its 6.25%
Notes due 2016 and $150 million of its 6.875% Notes due 2036] A portion of the proceeds will be
used to pay at maturity approximately $84 million ofAPS' 6.75% Senior Notes due November 15
2006, to fund its construction program and for other general corporate purposes. A portion of the
proceeds may also be used to pay any liability determined to be payable as a result of the review by
the Internal Revenue SeWice of a tax refund the Company received in 2002

See "Deferred Fuel and Purchased Power Costs" above and "Power Supply Adjustor" in
Note 5 for information regarding the PSA approved by the ACC. Although APS defers actual retail
fuel and purchased power costs on a current basis, APS' recovery of the deferrals from its ratepayers
is subject to the ACC's approval of annual PSA adjustments and periodic surcharge applications
During the six months ended June 30, 2006, APS recovered approximately $93 million of PSA
deferrals, which had no effect on earnings because of amortization of the same amount recorded as
fuel and purchased power expense

See "CashFlow Hedges" in Note 10 for information related to collateral provided to us by
counterparties

Pinnacle West Energy

See Note 17 of Notes to Condensed Consolidated Financial Statements above for a
discussion of the sale of our 75% ownership interest in Silverhawk
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Other Subsidiaries

During the past three years, SucCor funded its cash requirements with cash from operations
and its own external fnancings. SucCor's capital needs consist primarily of capital expenditures for
land development and retail and office building construction. See the capital expenditures table
above for actual capital expenditures during the six months ended June 30, 2006 and projected
capital expenditures for the next three years. SunCor expects to fund its future capital requirements
with cash from operations and external fnancings.

El Dorado expects minimal capital requirements over the next three years and intends to
focus on prudently realizing the value of its existing investments.

APS Energy Services expects minimal capital expenditures over the next three years.

CRITICAL ACCOUNTING POLICIES

In preparing die financial statements 'm accordance with GAAP, management must often
make estimates and assumptions that affect the reported amounts offsets, liabilities, revenues,
expenses and related disclosures at the dateof the financial statements and during the reporting
period. Some of those judgments can be subjective and complex, and actual results could differ from
those estimates. Our most critical accounting policies include the impacts of regulatory accounting,
the determination of the appropriate accounting for our pension and other postretirement benefits and
derivatives accounting. There have been no changes to our critical accounting policies sinceour
2005 Form 10-K. See "Critical Accounting Policies" in Item 7 of the 2005 Form 10-K for further
details about our critical accounting policies.

I

I

I

OTHER ACCOUNTING MATTERS

In June 2006, the FASB issued FASB Interpretation No. 48, "Accounting for Uncertainty in
Income Taxes - an interpretation of FASB Statement No. l09." This guidance requires us to
recognize die tax benefits of an uncertain tax position if it is more likely than not that the benefit will
be sustained upon examination by the taxing authority. The Interpretation is effective for Fiscal years
beginning after December 15, 2006. We are currently evaluating this new guidance and believe it
will not have a material impact on our financial statements.

PINNACLE WEST CONSOLIDATED - FACTORS AFFECTING
OUR FINANCIAL OUTLOOK

Factors Affecting Operating Revenues, Fuel and Purchased Power Costs

General Electric operating revenues are derived from sales of electricity in regulated retail
markets in Arizona and from competitive retail and wholesale power markets in the western United
States. These revenues are affected by electricity sales volumes related to customer mix, customer
growth and average usage per customer as well as electricity rates and tariHls and variations in
weather from period to period. Competitive sales of energy and energy-related products and services
are made by APS Energy Services in certain western states that have opened to competition.
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Retail Rate Proceedings The key issue affecting Pinnacle West's and APS' financial
outlook is the satisfactory resolution ofAPS' retail rate proceedings pending before the ACC. As
discussed in greater detail in Note 5, these proceedings consist of a general rate case request, an
application for a 1.9% temporary rate increase that is subject to the ACC's completion of an inquiry
regarding unplanned 2005 Palo Verde outages, and a "prudence review" of amounts collected
through the May 2, 2006 interim PSA adjustor, including a "prudence audit" of unplanned 2006 Palo
Verdeoutages to be conducted by the ACC star

Fuel and Purchased Power Costs Fuel and purchased power costs are. impacted by our
electricity sales volumes, existing contracts for purchased power and generation fuel, our power plant
performance, transmission availability or constraints, prevailing market prices, new generating plants
being placed in service, variances in deferrals and amortization of fuel and purchased power since
April 1, 2005 and our hedging program for managing such costs. See "Power Supply Adjustor" in
Note 5 for information regarding the PSA, including PSA deferrals related to unplanned Palo Verde
outages and reduced power operations that are the subject of ACC prudence reviews. See "Natural
Gas Supply" in Note 12 for more information on fuel costs. APS' recovery of PSA deferrals from its
ratepayers is subject to the ACC's approval of annual PSA adjustments and periodic surcharge
applications.

Customer and Sales Growth The customer and sales growdi referred to in this paragraph
applies to NativeLoad customers and sales to them. Customer growth in APS' service territory
averaged about 3.8% a year for the three years 2003 through 2005, we currently expect customer
growth to average about 4.2% per year from 2006 to 2008. We currently estimate that total retail
electricity sales in kilowatt-hours will grow 3.7% on average, from 2006 through 2008, before the
effects of weather variations. Customer growth was 4.5% higher for the six-month period ended
June 30, 2006 when compared with the prior-year period.

Actual sales growth, excluding weather-related variations, may differ from our projections as
a result of numerous factors, such as economic conditions, customer growth, usage patterns and
responses to retail price changes. Our experience indicates that a reasonable range of variation in our
kilowatt-hour sales projection attributable to such economic factors can result in increases or
decreases in annual net income of up to $10 million.

Weather In forecasting retail sales growth, we assume normal weather patters based on
historical data. Historical extreme weather variations have resulted in annual variations in net
income in excess of $20 million. However, our experience indicates that the more typical variations
from normal weather can result in increases or decreases in annual net income of up to $10 million.

. Wholesale Power Market Conditions The marketing and trading division focuses .
primarily on managing APS' risks relating to fuel and purchased power costs in connection with its
costs of serving Native Load customer demand. The marketing and trading division, subject to
specified parameters, Markets, hedges and trades in electricity, fuels and emission allowances and
credits. ' .

Other Factors Affecting Financial Results

Operations and Maintenance Expenses Operations and maintenance expenses are
impacted by growth, power plant additions and operations, inflation, outages, higher trending
pension and other postretirement benefit costs and other factors.

9
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Depreciation and Amortization Expenses Depreciation and amortization expenses are
impacted by net additions to utility plant and other property, which include generation construction
acquisition, the sale of generation (see discussion of the sale of Silverhawk -Note 17), changes in
depreciation and amortization rates, and changes in regulatory asset amortization

Property Taxes Taxes other than income taxes consist primarily of property taxes, which
are affected by tax rates and the value, of property in-service and under construction. The average
property tax rate for APS, which currently owns the majority of our property, was 9.2% of assessed
value for 2005 and 2004. We expect property taxes to increase as new power plants, the acquisition
of the Sundance Plant in 2005 and our additions to transmission and distribution facilities are
included in the properly tax base

Interest Expense Interest expense is affected by the amount of debt outstanding and the
interest rates on that debt. The primary factors affecting borrowing levels in the next several years
are expected to be our capital requirements and our internally generated cash flow. Capitalized
interest offsets a portion of interest expense while capital projects are under construction. We stop
accruing capitalized interest on a project when it is placed in commercial operation

Retail Competition Although some very limited retail competition existed in Arizona in
1999 and 2000, there are currently no active retail competitors providing unbundled energy or other
utility services to APS' customers. We cannot predict when, and the extent to which, additional
competitors will re-enter APS' service territory

Subsidiaries SucCor's net income was $56 million in 2003, $45 million in 2004 and $56
million in 2005

APS Energy Services' and El Dorado'shistoricalresultsare not indicative of future
performance

General Our financial results may be affected by a number of broad factors. See "Forward
Looking Statements" for further information on such factors, which may cause our actual future
results to differ from those we currently seek or anticipate

Market Ris kS

Our operations include managing market risks related to changes in interest rates, commodity
prices and investments held by our nuclear decommissioning trust fund

Interest Rate and Equity Risk

We have exposure to changing interest rates. Changing interest rates will affect interest paid
on variable-rate debt and the market value of debt securities held by our nuclear decommissioning
trust fund. The nuclear decommissioning trust fund also has risk associated with the changing
market value of its investments. Nuclear decommissioning costs are recovered in regulated
electricity prices
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Commodity Price Risk

We are exposed to the impact of market fluctuations in the commodity price and
transportation costs of electricity, natural gas, coal and emissions allowances. We manage risks
associated with these market fluctuations by utilizing various commodity instruments that qualify as
derivatives, including exchange-traded fixtures and options and over-the-counter forwards, options
and swaps. Our ERMC, consisting of officers and key management personnel, oversees company
wide energy risk management activities and monitors the results of marketing and trading activities
to ensure compliance with our stated energy risk management and trading policies. As part of our
risk management program, we use such instruments to hedge purchases and sales of electricity, fuels
and emissions allowances and credits. The changes in market value of such Contracts have a high
correlation to price changes in the hedged commodities. In addition, subject to specified risk
parameters monitored by the ERMC, we engage in marketing and trading activities intended to profit
from market price movements

The mark-to-market value of derivative instruments related to our risk management and
trading activities are presented in two categories consistent with our business segments

Regulated Electricity .- non-iradjng derivative instruments that hedge cur purchases
and sales of electricity and fuel for APS' Native Load requirements of our regulated
electricity business segment; and

Marketing and Trading ... non-tradlmg and trading derivative instruments of our
competitive business segment

The following tables show the pretax changes in mark-to-market of our non-trading and
trading derivative positions for the six months ended June 30, 2006 and 2005 (dollars in millions)
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Six Months Ended

June 30, 2006
Regulated Marketing
Electricity and Trading

Regulated
Electricity

Six Months Ended
June 30, 2005

Marke ting
and Trading

__
_ $ 335 $ 181 s 33 $ 107

(6) (3) 12 12

I

(4) 1 (1 ) (10)

(61) 4

(225) (49) 84 52

Mark-to-market of net positions
at beginning of period

Recognized in earnings:
Change in mark-to-market

for fixture period
deliveries - gains (losses)

Mark-to-market
gins (losses) realized
including ineffectiveness
during the period

Deferred as a regulatory (asset)
liability

Recognized in OCI:
Change in mark-to-market
for fuMe period
deliveries - gains (losses) (a)

Mark-to-market
gains realized
during the period

Mark-to-market of net positions
at end of period $

(7)

32 $

(11)

119 $

(6)

126

(10)

$ 151

(a) The gains (losses) in regulated mark-to-market recorded in OCIaredue primarily to
increases (decreases) 'm forward natural gas prices.

The tables below show the fair valueof znamrities of our non-trading and trading derivative
contracts (dollars in millions) at June 30, 2006 by maturities arid by the source for calculating the fair
values. See Note I, "Derivative Accounting," in Item 8 of our 2005 Font 10-K for more discussion
of our valuation methods.

Regulated Electricity

2006 2007
$ (20) $ 63

2008
$ 20

Total
Years fair

2009 2010 thereafter value
$ ( I ) $ -- $ -- $ 62

(2) 4 (1) (1) nm

SoUrce of FairValue

Prices actively quoted
Prices provided by
other external sources

Prices based on models
and other valuation
methods

Total by maturity
(4)

$ $ 63
(4)

(26) $
(4)
15 $ (2) $ $

(4)
(4)

(14)
(14) $

(30)
32

A
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Marketing and
Trading

Ye a rs
therea fte r
$ -_

Total
fair

value

s 9

i

2006

$ 9

2007
$ -_

2008

$

2009

$

2010

s

66 19 85

Source ofFair Value

Prices actively quoted
Prices provided by
other 8xll1€I'l'lBl sources

Prices based on models
and other valuation
methods

Total by maturity

11

$  20
(2)

$ 64 $
16

35 $
(1)
(1) §_

(1)
<1>. s

2

2 $

25

119

The table below shows the impact that hypothetical price movements of 10% would have on
the market value of our risk management and trading assets and liabilities included on Pinnacle
West's Condensed Consolidated Balance Sheets at June 30, 2006 and December 31, 2005 (dollars in
millions).

Commodity

June 30,2006
Gain (Loss)

Price Up PriceDown
10% 10%

Decem ber 31, 2005
Gain  (Los s )

P ric e  Up P ric e  Do wn
10% 10%

$ 1 s (1) $ $

Mark-to-market changes
reported 'm earnings (a):

Electricity
Mark-to-market changes

reported in OCI (b):
Electricity
Natural gas

85
88

(85)
(88)

66
103

(66)
(103)

To ta l s 174 $ (174) s 169 $ (169)

(a )

(b)

These contracts M primarily structured sales activities hedged with a portfolio of
forward purchases that protects the economic value of the sales transactions..
These contracts are hedges of our forecasted Purchases of natural gas andelectricity.
The impact of these hypothetical price movements would substantially offset the
impact that these same price movements wouldhaveon thephysical exposures being
hedged.

Credit Risk
J

We are exposed to losses in the event of non-perfomlance or non-payment by counterparties.
See Note 1, "Derivative Accounting" 'm Item 8 of our 2005 Foci 10-K for a discussion of our credit
valuation adjustment policy. See Note 10 for further discussion of credit risk.
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ARIZONA PUBLIC SERVICE COMPANY- RESULTS OF OPERATIONS

General

Throughout the following explanations of our results of operations, we refer to "gross
margin." Gross margin refers to electric operating revenues less fuel and purchased power costs
Gross margin is a "non-GAAP financial measure," as defined in accordance with SEC rules. Exhibit
99.2 reconciles this non-GAAP financial measure to operating income, which is the most directly
comparable financial measure calculated and presented in accordance with GAAP. We view gross
margin as an important performance measureof the core profitability of our operations. This
measure is a key component of our internal financial reporting and is used by our management in
analyzing our business. We believe that investors benefit from having access to the same financial
measures that our management uses. In addition, We have reclassified certain prior-period amounts
to conform to our current-period presentation

Deferred Fuel and Purchased Power Costs

APS' retail rate settlement became effective April 1, 2005. As part of the settlement, the
ACC approved the PSA, which permits APS to defer for recovery or refund fluctuations in retail fuel
and purchased power costs, subject to specified parameters. In accordance with the PSA, APS defers
for future rate recovery 90% of the difference between actual retail fuel and purchased power costs
and the amount of such costs currently 'included in base rates. APS' recovery of PSA deferrals &om
its customers is subject to the ACC's approval of annual PSA adjustments and periodic surcharge
applications. See "Power Supply Adjustor" in Note 5

Since the inception of the PSA, APS has incurred substantially higher fuel and purchased
power prices than those authorized in APS' current base rates and has deferred those cost differences
in accordance with the PSA. The balance of APS' PSA deferrals at June 30, 2006 was $175 million
APS estimates that its PSA deferral balance at December 31, 2006 will be approximately $155
million to $175 million, based on APS' hedged positions for fuel and purchased power at June 30
2006 and recent forward market prices for natural gas arid purchased power (which are subject to
change). The recovery of PSA deferrals through ACC approved adjustors and surcharges recorded as
revenue is offset dollar-for-dollar by the amortization of those deferred expenses

APS operated Palo VerdeUnit I at reduced power levels from December 25, 2005 until
March 18, 2006 due to vibration levels in one of the Unit's shutdown cooling lines. During an
outage at Unit l from March 18, 2006 to July 7, 2006, APS performed the necessary work and
modifications to remedy the situation. APS estimates that incremental replacement power costs
resulting from Palo Verde's outages and reduced power levels were approximately $78 million
during the six months ended June 30, 2006. The related PSA deferrals were approximately $70
million in that period. The Palo Verde replacement power costs were partially offset by $30 million
of lower Man expected replacement power costs related to APS' fossil-fueled generating units during
the six months ended June 30, 2006. As a result, thecorresponding deferrals were reduced in that
six-month period by $27 Million

The PSA deferral balance at June 30. 2006 and estimated balance as of December 31, 2006
each includes (a) $45 million related to replacementpower costs associated with unplanned 2005
Palo Verdeoutages and (b) $70 million related to replacement power costs associated with
unplanned 2006 outages or reduced power operations at Palo Verde. The PSA deferrals associated
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with these unplanned Palo Verde outages and reduced power operations are the subject of ACC
prudence reviews. See "PSA Deferrals Related to Unplanned Palo Verde Outages" in Note 5 .

See "Power Supply Adjustor" `m Note 5 for further information regarding the PSA.

Operating Results - Three-month period ended June 30, 2006 compared with three-month
period ended June 30, 2005

APS' net income for the three months ended June 30, 2006 was $94 million compared with
$64 million for the comparable prior-year period. The $30 million increase was primarily due to the
higher retail sades volumes due to customer growth, effects of warmer weather on retail sales, and
income tax credits related to prior years resolved in 2006. These positive factors were partially offset
by higher operations and maintenance expense related to generation and customer service costs and
higher depreciation and amortization related to increased depreciable assets. In addition, the increase
also related to the absence of a prior year cost-based contract for PWEC Dedicated Assets which was
partially offset by increased operations and maintenance expense and depreciation of those units.
Higher fuel and purchased power costs (as discussed above) were substantially offset by the defend
of those costs in accordance with the PSA.

I

Additional details on the major factors that increased (decreased) net income are contained 'm
the following table (dollars in millions):

Increase (Decrease)
Pretax After Tax

(43) s (26)

(11) (6)

(8)
(6)

(6)
(6)

(6)

(5)

(5)
(4)

(4)
(4)

(4)

(3)

Gross margin:
Higher fuel and purchased powercosts
Deferred fuel and purchased power costs
Absence of prior year cost-based contract for PWEC Dedicated

Assets
Higher retail sales volumes due to customer growth,

excluding weather effects
Effects ofwarmer weather on retail sales

Miscellaneous items, net
Net increase in gross margin

Operations and maintenance increases primarily due to:
Costs ofPWEC Dedicated AsSets not included in prior year

period
Generation costs, including maintenance arid overhauls
Customer service costs, including regulatory demand-side

management programs and planned maintenance
Miscellaneous items, net

Depreciation and amortization increases primarily due to:
Higher depreciable assets due to transfer of PWEC Dedicated Assets
Higher other depreciable assets partially offset by lower depreciation
rates

Income tax credits related to prior years resolved in 2006

Miscellaneous items. net

iI

Net increase innet income 32 $
!
I
1

\I
1
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Regulated Electricity Revenues

Regulated electricity revenues were $133 million higher for the three months ended June 30
2006 compared with the prior-year period primarily as a result of

a $75 million `mcrease in revenues related to recovery of PSA defends, which had no
earnings effect because of amortization of the same amount recorded as fuel and
purchased power expense (see "Deferred Fuel and Purchased Power Costs" above)

a $36 million increase in retail revenues related to customer growth, excluding
weather effects

a $22 million increase in retail revenues related to warmer weather

a $10 million increase in O5-System Sales duelo higher prices, and

a $10 million decrease due to miscellaneous factors

Operating Results .- Six-month period ended June 30, 2006 compared with six-month period
ended June 30. 2005

APS' net income for the six months ended June 30, 2006 was $88 million compared with $91
million for the comparable prior~year period. The $3 million decrease was primarily due to higher
fuel and purchased power costs (as discussed above), higher operations and maintenance expense
related to generation and customer service costs, and higher depreciation and amortization related to
increased depreciable assets. These negative factors were partially offset by deferred fuel and
purchased power costs, higher retail sales volumes due to customer growth, effects of weather on
retail sales, income tax credits related to prior years resolved in 2006; and a retail price increase
effective April 1, 2005. In addition, the increase also related to the absence of a prior year cost-based
contract for PWEC Dedicated Assets which was partially offset by increased operations and
maintenance expense and depreciation of those units
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Additional details on the major factors that increased (decreased) net income are contained in the
following table (dollars in millions)

Increase (Decrease)
After Tax

$ (98) $ (60)

53 32

42 26

39

Gross margin
Higher fuel and purchased power costs
Deferred fuel and purchased power costs (deferrals began

April 1, 2005)
Absence of prior year cost-based contract for PWEC Dedicated

Assets
Higherretail sales volumes due to customer growth

excluding weather effects
Effects of weather on retail sales
Higher marketing and trading gross margin primarily

related to higher mark-to-market gains
Retail price increase effective April l, 2005
Miscellaneous items, net

Net increase in gross margin
Operations and maintenance increases primarily due to

Generation costs, including maintenance and overhauls
Costs of PWEC Dedicated Assets not included in prior year

period
Customer service costs, including regulatory demand-side

management programs and planned maintenance
Miscellaneous items. net

Depreciation and amortization increases primarily due to
Higher depreciable assets due to transfer of PWEC Dedicated

Assets
Higher other depreciable assets partially offset by lower

depreciation rates
Higher property taxes due to increased plant in service
Income tax credits related to prior years resolved in 2006
Miscellaneous items, net

Net decrease in net income $ (21) s

Regulated Electricity Revenues

Regulated electricity revenues were $182 million higher for the six months ended June 30
2006 compared with the prior-year period primarily as a result of

a $93 million increase in revenues related to recovery of PSA deferrals, which had no
earnings effect because of amortization of the saineamount recorded as fuel and
purchased power expense (see "Defensed Fuel and Purchased Power Costs" above)

a $54 million increase in retail revenues related to customer growth, excluding
weather effects
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an $18 million increase in retail revenues related to weather

a $12 million increase in Off-System Sales primarily resulting from sales previously
reported 'm marketing and trading that were classified beginning in April 2005 as
sales in regulated electricity in accordance with the APS retail rate case settlement

a $10 million increase in Off-System Sales due to higher prices

a $7 million increase in retail revenues due to a price increase effective April 1, 2005
and

a $12 million decrease due to miscellaneous factors

Marketing and Trading Revenues

Marketing aNd trading revenues were $16 million lower for the six months ended June 30
2006 compared with the prior-year period primarily as a result of:

a $15 million decrease in energy trading revenues on realized sales of electricity
primarily due to lower delivered electricity prices and lower volumes

an $11 million increase in mark-to-market gains on contracts for future delivery due
to changes in forward prices, and

a $12 million decrease in Off-System Sales due to the absence of sales previously
reported in marketing and trading that were classified beginning in April 2005 as
sales 'm regulated electricity in accordance with the APS retail rate case settlement

ARIZONA PUBLIC SERVICE COMPANY .- LIQUIDITY AND CAPITAL RESOURCES

Contractual Obligations

APS' future contractual obligations have not changed materially from the amounts disclosed
in Part II, Item 7 of the 2005 Form 10-K, with the exception four aggregate

fixed and purchased power commitments, which increased from approximately $1.7
billion at December 31, 2005 to $2.7 billion at June 30, 2006 as follows (in billions)

2007-2008 2009-2010 Thereafter

See Note 4 for a list of APS' payments due on total long-term debt and capitalized lease
requirements
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FORWARD-LO01a;NG STATEMENTS

This document contains forward-looking statements based on current expectations, and
neither Pinnacle West nor APS assumes any obligation to update these statements or make any
funher statements on any of these issues, except as required by applicable law. These forward-
looking statements are often identified by words such as "estimate," "predict," "hope," "may,"
"believe," "anticipate," "plan," "expect," "require," "intend," "assume" and similar words. Because
actual results may differ materially from expectations, we caution readers not to place undue reliance
on these statements. A number of factors could cause future results to differ materially from
historical results, or from results or outcomes currently expected or sought by Pinnacle West or APS.
In addition to the Risk Factors described in Item lA of the 2005 Font 10-K, these factors include,
but are not limited to:

i
I

state and federal regulatory and legislative decisions and actions, including the
outcome and timing ofAPS' retail rite proceedings pending before the ACC,
the timely recovery ofPSA deferrals, including approximately $115 million of
deferrals at June 30, 2006 associated with unplanned Palo Verde outages and reduced
power operations that are the subject of ACC prudence reviews, .
the ongoing restructuring of the electric industry, including the introduction of retail
electric competition in Arizona and decisions impacting wholesale competition,
the outcome of regulatory, legislative and judicial proceedings, both current and
future, relating to the restructuring,
market prices for electricity and natural gas;
power plant performance and outages,
transmission outages and constraints,
weather variations affecting local and regional customer energy usage,
customer growth and energy usage,
regional economic and market conditions, including the results of litigation and other
proceedings resulting from the California energy situation, volatile fuel and
purchased power costs and the completion of generation and transmission
construction in the region, which could affect customer growth and the cost of power
supplies;
the cost of debt and equity capital and access to capital markets;
current credit ratings remaining in effect for any given period of time,
our ability to compete successfully outside traditional regulated markets (including
the wholesale market);
the performance of our marketing and trading activities due to volatile market
liquidity and any deteriorating counterparty credit and the use of derivative contracts
in our business (including the interpretation of the subjective and complex accounting
rules related to these contracts),
changes in accounting principles generally accepted in the United States of America
and the interpretation of those principles,
the performance of the stock market and the changing interest rate environment,
which affect the amount of required contributions to Pinnacle West's pension plan
and APS' nuclear decommissioning trust funds, as well as the reported costs of
providing pension and other postredrement benefits,
technological developments in the electric industry;

!
I
I

!
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the strengthof the real estate market in SucCor's market areas, which include
Arizona, Idaho, New Mexico and Utah, and
other uncertainties, all of which are difficult to predict and many of which arebeyond
the control of Pinnacle West and APS.
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Item 3 QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT
MARKET RISK

See "Pinnacle West Consolidated -. Factors Affecting Our Financial Outlook - Market Risks
in Item 2 above for a discussion of quantitative and qualitative disclosures about market risks

Item 4 CONTROLS AND PROCEDURES

(a) Disclosure Controls and Procedures

The term "disclosure controls and procedures" means controls and other procedures of a
company that are designed to ensure that information required to be disclosed by a company in the
reports that it files or submits under the Securities Exchange Act of 1934 (the "Exchange Act") (15
U.S.C. 78a et seq.) is recorded, processed, summarized and reported, within the time periods
specified in the SEC's mies and forms. Disclosure controls and procedures include, without
limitation, controls and procedures designed to ensure that information required to be disclosed by a
company in the reports that it files or submits under the Exchange Act is accumulated and
communicated to a company's management, including its principal executive and principal financial
officers, or persons performing similar functions, as appropriate to allow timely decisions regarding
required disclosure

Pinnacle West's management, with the participation of Pinnacle West's Chief Executive
Officer and Chief Financial Officer, have evaluated the effectiveness otlPinnacle West's disclosure
controls and procedures as of June 30, 2006. Based on that evaluation, Pinnacle West's Chief
Executive Officer and Chief Financial Officer have concluded that, as of that date, Pinnacle West's
disclosure controls and procedures were effective

II

I

APS' management, with the participation of APS' Chief Executive Officer and Chief
Financial Officer, have evaluated theeffectiveness of APS' disclosure controls and procedures as of
June 30, 2006. Based on that evaluation, APS' Chief Executive Officer and Chief Financial Officer
have concluded that, as of that date, APS' disclosure controls and procedures were effective

(b) Changes In Internal Control Over Financial Reporting

The term "internal control over financial reporting" (defined in SEC Rule 13a-15(8) refers to
the process of a company that is designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance
with GAAP

No change in Pinnacle West's or APS' internal control over financial reporting occurred
during the fiscal quarter ended June 30, 2006 that materially affected, or is reasonably likely to
materially affect, Pinnacle West'.s or APS' internal control over financial reporting
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Part II - OTHER INFORMATION

Ite m  1. LEGAL PROCEEDINGS

See Note 12 of Notes to Condensed Consolidated Financial Statements in Part I, Item 1 of
this report in regard to pending or threatened litigation or other disputes.

Item IA. RISK FACTORS

In addition to the other information set forth in this report, you should carefully consider the
factors discussed in Part I, "Item lA. Risk Factors" in the 2005 Form 10-K, which could materially
affect the business, financial condition or future results of APS and Pinnacle West. The risks
described in this report and the 2005 Form 10-K are not the only risks facing APS and Pinnacle
West. YAdditional risks and uncertainties not currently known to us or that we currently deem to be
immaterial also may materially adversely affect the business, financial condition and/or operating
results of APS and Pinnacle West.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

Proposal 1 .- Election of Directors

At our Annual Meeting of Shareholders held on May 17; 2006, the following persons were
elected as directors:

Class III (Term to expire at
2009 AnnualMeeting) Votes For Votes Withheld

Abstentions and
Broker Non-Votes

Jack E.Davis 86.958.623 1.821.065 N/A

Pamela Grant 86-967924 1.811.764 N/A

Martha O. Hesse 86.924.165 1.855.523 N/A

William S. Jameson, Jr. 86-990.842 1.788.846 N/A

Continuing Directors

The terms of Roy A. Herberger, Jr., Humberto S. Lopez, Kathryn L. Munro, and William L.
Stewart will expire in 2007. The terms of Edward N. Basha, Jr., Michael L. Gallagher, Bruce J.
Nordstrom and William J. Post will expire in 2008.

Proposal 2 - Independent Auditors

At the same meeting, a proposal for the ratification of the selection of Deloitte & Touche
LLP as independent Auditors of the Company for fiscal year ending 2006 was submitted to the
shareholders, and the voting was as follows:



Proposal for the ratification
of the selection of Deloitte &

Touche LLP for fiscal year ending Abstentions and
Broker Non-VotesVotes For Votes Against

87.880.830 234.347 664.511

Proposal 3 - Shareholder Proposal

Also at this annual meeting, a shareholder proposal requesting that die Board of Directors
take action to allow for the annual election of directors was submitted to the shareholders, and the
voting was as follows

Proposal to elect each director
annually Votes  For Votes Against

Abstentions and
Broker Non-Votes

6L797.460 12.834.465 14 147.763

Item 5 QTHER INFORMATION

Construction and Financing Programs

See "Liquidity and Capital Resources" in Part I, Item 2 of this report for a discussion of
construction and financing programs of the Company and its subsidiaries

Regulatory Matters

See Note 5 of Notes to Condensed Consolidated Financial Statements in Part I, Item 1 of this
report for a discussion of regulatory developments

Environmental Matters

See "Environmental Matters - Superfund" in Note 12 of Notes to Condensed Consolidated
Financial Statements in Part I, Item l of this report for a discussion of a Superfund site

Mercury. By November 2006, the Arizona Department of Environmental Quality will
submit a State Implementation Plan to the EPA to implement the Clean Air Mercury Rule or an
alternate mercury program, as authorized by the EPA. See "Environmental Matters - Mercury" in
Parts, Item 1 of the 2005 Form 10-K. ADEQ issued a proposed mercury rule on July 25, 2006. The
proposed mle generally incorporates EPA's model cap-and-uade program, but requires sources to
acquire two allowances for every one allowance needed for compliance. The proposed rule also
requires coal-tired power plants to achieve a 90% mercury removal efficiency or to achieve certain
emission limits. APS is still evaluating the potential impacts of the proposed rule and cannot
currently estimate the expenditures which may be required
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Federal Implementation Plan. In September 1999, the EPA proposed a FIP to set air
quality standards at certain power plants, including the Navajo Generating Station and the Four
Corners Power Plant. See "Environmental Matters - Federal Implementation Plan" in Part I, Item l
of the 2005 Form 10-K. On July 26, 2006, the Sierra Club sued the EPA to compel the EPA to issue
a final FIP for Four Corners Power Plant. APS does not currently expect the FIP to have a material
adverse effect on its financial position, results of operations, cash flows or liquidity
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Item 6

(a) Exhibits

Exhibit Na Registrant(s) Description

Pinnacle West First Amendment to Amended and
Restated Credit Agreement, dated as of
May 15, 2006, supplementing and
amending theAmended and Restated
Credit Agreement, dated as of
December 9, 2005, among Pinnacle West
Capital Corporation, as Borrower
JPMorgan Chase Bank, N.A., as Agent
and the other parties thereto

P inna cle  Wes t Ratio of Earnings to Fixed Charges

Ratio of Earnings to Fixed Charges

Pinnacle West Ratio of Earnings to Combined Fixed
Charges and Preferred Stock Dividend
Requirements

P inna cle  Wes t Certificate of William J. Post, Chief
Executive Officer, pursuant to Rule 13a
l4(a) arid Rule 15d-l4(a) of the Securities
Exchange Act, as amended

P inna cle  Wes t Certificate of Donald E. Brandt, Chief
Financial Officer, pursuant to Rule 13a
14(a) and Rule 15d-14(a) of the Securities
Exchange Act, as amended

Certificate of Jack E. Davis, Chief
Executive Otiicer, pursuant to Rule 13a
14(a) and Rule 15d-14(a) of the Secudties
Exchange Act, as amended

Certificate of Donald E. Brandt, Chief
Financial Ofificer, pursuant to Rule 13a
l4(a) and Rule 15d-14(a) of the Securities
Exchange Act, as amended

P inna cle  Wes t Certification of Chief Executive Officer
and Chief Financial Officer, pursuant to
18 U.S.C. Section 1850, as adopted
pursuant to Section 906 of the Sarbanes
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Exhibit No. R egistran t(s) Deseription
Oxley Act of 2002

32.2 Certification of Chief Executive Officer
and Chief Financial Officer, pursuant to
18 U.S.C. Section 1850, as adopted
pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002

99.1 Pinnacle West Reconciliation of Operating Income to
Gross Margin

99.2 Reconciliation of Operating Income to
Gross Margin

In addition, the Company hereby incorporates the following Exhibits pursuant to Exchange
Act Rule l2b-32 and.Regulation §229.10(d) by reference to the filings set forth below:

Exhibit Date
EjteetiveReg1Zs'trant(s) Description Previously Filed as Exhibita

Pinnacle West Articles  of Incorpora tion,
res ta ted a s  of July 29,
1988

19.1 to Pinnacle West's
September 1988 Font 10-Q
Report, File No. 1-8962

11-14-88

P inna cle  Wes t Pinnacle West Capital
Corporation Bylaws,
amended as of
December 14_ 2005

3.1 to Pinnacle West/APS
December 9, 2005 Form 8-K
Report, File Nos. 1-8962 and
1 -4473

12-15-05

Articles of Incorporation,
restated as of May 25,
1988

4.2 to APS' Form S-3
Registration Nos. 33-33910
and 33-55248 by means of
September 24, 1993 Form 8-
K Report,File No. 1-4473

9-29.93

Arizona Public Service
Company Bylaws,
amended as of June 23 .
2004

3.1 to APS' June 30, 2004
Form 10-Q Report, File No.
1-4473

8-9-04

a Reports tiled under File Nos. 1-4473 and 1-8962 were tiled in the office of the Securities and
Exchange Commission located in Washington, D.C.



SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, each registrant has duly

caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

PINNACLE WEST CAPITAL CORPORATION
(Registrant)

Dated: August 8, 2006 /s/ Donald E. Brandt
Donald E. Brandt
Executive Vice President and Chief
Financial Officer
(Principal F inmcial Officer
and Officer Duly Authorized to sign this Report)

ARIZONA P UBLIC S ERVICE COMP ANY

Dated: August 8, 2006 By: /s/ Donald E. Brandt
Donald E. Brandt
Executive Vice President and Chief
Financial Officer
(Principal Financial Officer and
Officer Duly Authorized to sign this Report)

By:
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EXHIBIT D

P ROP OS ED LANGUAGE FOR ORDER

[Capita lized te rms used in the  paragraphs be low are  intended to have  the  meanings given in the
Applica tion]

IT IS  THEREFORE ORDERED tha t.the  Compa ny is  he re by a uthorize d (i) to is sue , se ll

and iNcur the Continuing Long-Term Debt and the Continuing Short-Term Debt, redeem

refinance, refined, renew, reissue, roll-over, repay, and re-borrow from time to time such

Continuing Long-Tenn Debt and Continuing Short-Term Debt, and establish and amend the

terms and provisions of long-term and short-term indebtedness from time to time, (ii) to

de te rmine  the  form of s e curity, if a ny, for the  Continuing Long-Te rm De bt a nd the  Continuing

Short-Term Debt, execute and deliver the Security Instruments, and establish and amend die

terms and provisions of .the Security Instruments,̀  as may be deemed appropriate by the Company

in connection with the ContinUing Long-Term Debt and the Continuing Short-Term Debt, and

(iii) to pa y a ll re la te d e xpe nse s , a ll a s  conte mpla te d in the  Applica tion a nd by the  e xhibits  a nd

testimony presented during the  hearing in this  matte r

IT IS  FURTHER ORDERED tha t only tra ditiona l inde bte dne ss  for borrowe d mone y (a nd

not the other types of arrangements described in paragraph 13 of the Application) is subject to

A.R.S. Sections 301 and 302 and that, therefore, such other arrangements will not count against

the Continuing Long-Term Debt or Continuing Short-Tenn Debt authorizations provided in this

De cis ion or re quire  prior Commiss ion a pprova l



IT IS  FURTHER ORDERED tha t the  COmpa ny is  he re by a uthorize d to s ign a nd de live r

such documents and to engage in such acts as are reasonably necessary to effectuate the

authoriza tion granted here inabove

IT IS  FURTHER ORDERED tha t the  purpos e s  for which the  propos e d is s ua nce s  of

Continuing Long-Term Debt and the Continuing Short-Term Debt are herein authorized are to

augment the funds available from all sources to finance the Company's construction, resource

acquisition and maintenance programs, to redeem or retire outstanding securities, to repay or

refund other outstanding long-tenn or short-term debt and to meet certain of the Company's

working capita l and other cash requirements . Such purposes a re  within those  permitted by A.R.S .

Section 301 and are permitted regardless of the extent to which they may be reasonably

chargeable  to opera ting expenses or to income.

IT IS  FURTHER ORDERED tha t P inna cle  We s t is  he re by gra nte d a n ongoing wa ive r of

and authorization under A.C.C. R14-2-803 for the purpose of guaranteeing the Company's

indebtedness  from time  to time . The  Company is  he reby authorized to re imburse  P innacle  West

for any amounts paid by Pinnacle West under any guarantee of the Company's debt from time to

time, along with interest thereon to the date of reimbursement at a rate of interest not greater than

the rate payable on the debt so guaranteed and paid by Pinnacle West.

IT IS  FURTHER ORDERED Tha t this  De cis ion sha ll be come  e ffe ctive  imme dia te ly.
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CORPORATION FOR AN ORDER OR
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IN THE MATTER OF THE APPLICATION
OF ARIZONA PUBLIC SERVICE
COMPANY FOR AN ORDER OR
ORDERS AUTHORIZING IT TO ISSUE,
INCUR, AND AMEND EVIDENCES OF
LONG-TERM INDEBTEDNESS AND
SHORT-TERM INDEBTEDNESS, TO
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INSTRUMENTS, TO SECURE ANY
SUCH INDEBTEDNESS, TO REPAY
AMOUNTS P AID UNDER ANY
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DECLARATORY ORDER

1 5

Mlona Emulation Commission

DQCKETED
1 6 MAY 29 7on7

1 7 OOCKETED BY

1 8
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1 9

20

2 1

COMMENTS OF ARIZONA PUBLIC SERVICE COMPANY

ON STAFF REPORT

22
1 . INTRODUCTION

23

24

25

26

27

Arizona Public Serv ice Company (" A P S " or the "Company") hereby submits the

following comments on the Staff  Report (the "Staf f  Report") f i led in the above docket on

May 18, 2007. The Staff  Report recognizes the continued benef its to APS audits

customers of the f inancial. f lexibil ity that prev ious Arizona Corporation Commission28
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("Commission") financing orders have provided since 1984. The Company supports the

Staff Report's fundamental recommendations but must suggest specific modifications and

clarifications, as discussed in greater detail below. In doing so, the Company seeks to

insure that the flexibility and other benefits provided by a new financing order are not lost

because APS or APS' future lenders and investors are unable to definitively confirm that

the Commission has clearly authorized a particular debt issuance or how any limitation on

that authority is to be interpreted.

Pinnacle West Capital Corporation ("Pinnacle West") joins in this filing for the

purpose of the subject matter ofParagraph 14below. Paragraph 14 addresses Pinnacle

West's request to guarantee the debt of APS, which likely constitutes a "reorganization"

of Pinnacle West under A.A.C. R14-2-803.

Capitalized terms used in this filing that are not otherwise specifically

defined in these comments have the meanings ascribed to those terms in the APS/Pinnacle

West Verified Application iii this Docket, dated December 15, 2006 (the "Application").

11. CONDITIONS TO ISSUANCES OF DEBT

1. The Staff Report recommends Commission approval of the Company's requested

increase in its Continuing Long-Term Debt limit to $4.2 billion if, "subsequent to any debt

issuance, APS can satisfy the following conditions: (1) common equity must represent at
\
I. least 40 percent of total [capital] (common equity, preferred stock, long-term debt and

short-term debt) and (2) the debt service coverage ratio ("DSC") is equal to or greater than
|
I

l.0." (Staff Report at 5.)
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i§e1<>w the Company agrees with the Staff" s2. As  e xpla ine d in gre a te r de ta il

recommendation regarding a common equity. and debt service coverage test, subject to

s pe cific cla rifica tions  a nd modifica tions . As  a  pre limina ry ma tte r, howe ve r, the  Compa ny

requests that instead of the tests applying to "any debt issuance," the tests should apply

only when the Company is issuing long~tenn debt in recognition of the fact that the

Company normally issues short-term debt iN the form of commercial paper on a daily

basis. Computing these tests on a daily basis would be impractical and unnecessarily

burdensome. The Company agrees that a short-tenn debt component would be included

in the coverage calculations at the time the Company issues long-term debt.

Calculation of Common Equitv Test

3. Commission Decision No. 65796 (April 4, zoos), which prohibits APS from

paying dividends unless it maintains a minimum common equity ratio of 40%, calculates

the common equity percentage as follows: "APS' common equity [shall] be  divided by

the sum of such common equity and APS long-term debt (including current maturities of

Such debt)." (Commission Decision No. 65796 at 25.) Although there is little difference

between the two calculations under normal circumstances, for the sake of consistency of

application, the calculation methodology in Commission Decision No. 65796 should be

a dopte d for purpose s  of this  limita tion. APS  a lso propose s  tha t the  ca lcula tion be  ma de  a s

of the end of APS' most recent fiscal quarter, adjusted td give effect to the issuance of any

new indebtedness. Calculations of APS' common equity percentages under each

approach at March31, 2007, APS' most recent fiscal quarter, are attached to this filing as

1
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Debt Service Coveragel ratio

4. The Staff Report recommends that the DSC be "calculated as operating income

plus depreciation and amortization and income tax divided by interest and [principal] on

short-tenn and long-term debt less short-term debt and interest related to purchased power

and natural gas and using the most recent audited financial statements adjusted to reflect

changes to outstanding debt." (Staff Report at 5, n. 1.)

5. APS acknowledges the Staffs request "for financial parameters to place conditions

on the borrowings to prevent APS from taldng on an excessive amount of debt" (Staff

Report at 4). APS believes that the common equity ratio referenced inParagraph 2,

combined with a debt service coverage test, could effectively address this request. As

proposed by the Staff; however, the DSC would require numerous modifications and

clarifications so that the DSC calculation methodology is clear under the various

circumstances when the DSC would need to be calculated. Absent these modifications

and clarifications, neither APS nor APS' future lenders and investors will have the

required certainty that the Commission has clearly authorized APS' incurrence of a

specific debt obligation. As a result, APS proposes a "Modified DSC," as discussed

below.

The inclusion of long-term and short-term principal debt repayments in the(a)

"denominator" of the DSC calculation would result in (i) a debt service coverage

calculation inconsistent with APS' historical financing program and the coverage tests

applied to APS by its lenders and the rating agencies and (ii) numerous interpretive issues,

which are addressed below in clause (c) of this Paragraph 5.
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Historically, APS' debt has not been amortized and repaid over the life of(b)

the debt.as is the case with the debt of many other public service corporations regulated

by the Commission. With amortizing. debt,much like a typical home mortgage loan, a

5

6

portion of each payments used to pay down principal. On the other hand, APS and other

large investor-owned utilities generally repay in full their outstanding debt obligations at

maturity, usually with the proceeds of another debt issuance. During 2005, for example

APS repaid approximately $568 million of maturing long-term debt and issued

approximately $412 million of new long-term debt. When APS repays its long-term debt

1 1 the DSC will be artificially reduced and will not provide an accurate rneasureof APS

fina ncia l he a lth give n tha t APS  ge ne ra lly is sue s new debt to replace the "bullet maturity

debt. Simila rly, maturing short-term debt is typically rolled over with new issuances of

short-term debt. APS proposes a modified DSC (the " Modified DSC") that would exclude

1 6 principal debt repayments. The coverage test that would be reflected in the Modified DSC

is  wide ly a cce pte d in the  fina ncia l community a nd is  the  only type  of cove ra ge  te s t found

in APS' credit agreements. In addition, the rating agencies evaluate APS using this type

of coverage test. Calculations of the DSC (using the Company's best interpretation of that

2 1 test) and tlle proposed Modified DSC at December 31, 2006 are attached to this filing as

Exhibit B

(c) If the Commission determines that the DSC, rather than the Modified DSC

is an appropriate financial test, APS requests that the Commission address the issues

Under the DSC, the Staff also recommended the exclusion bf "short-tenn debt and interest related to purchased
power and natural gas" from the denominator of the DSC calculation. Under the Modified DSC, APS proposes that
this exclusion would no longer be necessary



1 re la te d to the  DS C tha t a re  se t forth onExhlblt C Which APS Bel1eV€§".é11"é"~¢he'si8mua:an~f

but perhaps not the only, issues that must be addressed to resolve existing ambiguities

1 1 1 .  OTHE R S TAFF RE P ORT R E C O MME NDAT IO NS

S h o rt-Te rm  De b t Lim it

The Staff Report recommends that the Commission authorize APS to incur short

te rm de bt of up to 7 % of AP S ' ca pita liza tion plus  up to $500 million of a dditiona l s hort

term borrowings for purchases of natural gas and power. (Staff Report at 5.) APS agrees

10 with this recommendation but requests two modifications

(a) First, the Staff Report recommends that, as a condition of APS incurring the

additioNal $500 million of short-term debt, "APS has a Commission authorized adjustor

mechanism for recovery of these costs" (Staff Report at 6). For purposes of clarity, APS

15 suggests that the phrase "for recovery of these costs"be changed to "for recovery of

natural gas or power purchases

(b) Second, if the "Commission authorized mechanism" is terminated, APS

requests that the Commission's authorization for the related short-term debt would

20 te rmina te  12 months  the re a fte r. This  would provide  AP S  with s ufficie nt time  to prude ntly

21 address its short-term debt balances

22
Declaratory Order Regarding Traditional Indebtedness for Borrowed Monev

The Staff Report recommends that the Commission deny APS' request for a
24

declaratory order confirming that only traditional indebtedness for borrowed money

26 i requires prior Commission authorization. (Staff Report at 5.) If the Commission accepts

the Staff' s recommendation in this regard, APS suggests Mat the Commission adopt the



following additional provisions to avoid unintended and patently unfair consequences

should APS exceed its authorized debt limits solely as a result of fume changes in United

States generally accepted accounting principles ("GAAP") or future changes in the

interpretation of GAAP (collectively, "GAAP Changes"):

Any contract or other legally-binding arrangement to which APS was a(a)

party as of the date of the Commission's order in this matter (the "Existing Obligations"),

will not be considered indebtedness for purposes of the order (including the order's debt

limitations, common equity test, and debt service coverage test) if the Existing Obligation

was not considered indebtedness under GAAP as of such date.

If a GAAP Change subsequently occurs that results in an Existing(b)

Obligation being reclassified as indebtedness, APS will notify the Commission of such

GAAP Change within 30 days alter APS tiles its Quarterly Report on Fonn l0-Q or its

Annual Report on Font 10-K with the Securities and Exchange Commission following

the end of the fiscal quarter in which such GAAP Change occurs (the "Notification

Period").

If, after the Commission's issuance of an order in this matter, APS enters(c)

into a contract or binding arrangement that is not considered indebtedness under GAAP

but subsequently is considered indebtedness because of a GAAP Change, APS'

obligations under such contract or arrangement will not be considered indebtedness for

purposes of the order (including the order's debt limitations, common equity test, and debt

service coverage test) until further Commission action if, within the Notification Period,

7
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n appHcaEon-with time Co 'scion speciiicadly requesting approval of such

re cla s s ifie d de bt obliga tions .

Replacement of Existing Authorizations

The Staff Report recommends that "[the] authorizations to incur short-term and

6 long-term debt obligations provided in this proceeding should replace all existing

authorizations, and all existing authorizations should terminate upon the effective date of

the authorizations provided in this proceeding." (Staff Report at 6.)

APS agrees with Staff' s recommendations in this regard, which APS believes were

11 : focus e d on De cis ion Nos . 55017 (Ma y 6, 1986) a nd 54230 (Nove mbe r 8, 1984) (ide ntifie d

in the  Applica tion a s  the  1986 Orde r a nd the  1984 Orde r, re s pe ctive ly), with the  following

excepdone. Commission Decision Nos. 55120 (July 24, 1986) and55320 (December 5,

1986) (the "Sale-Leaseback Authorizat;ions") are separate and independent financing

16 i authorizations that must remain in full force and effect. Each of these Decisions, copies

17 l of which are attached as Exhibits D and E, respectively, relates to the Company's sale and

leaseback of a portion of Unit 2 of the Palo Verde Nuclear Generating Station. The Sale-

Leaseback Authorizations, pursuant to which APS entered into three separate sale-

le a se ba ck tra nsa ctions  in 1986, a re  a lso fina ncing a uthoriza tions  in tha t the y pe rmit APS

issue, assume, guarantee, and incur evidences of indebtedness 'm order to
consummate, and to perform its obligations and exercise its options under,
the Lease Transactions (including the issuance or incurrence of evidences of
indebtedness in connection with the financing of Capital Improvements as
required or permitted by the terms of the Leases, the costs of which will be
reflected in an adjustment to lease rentals) including, but not limited to, (i)
the issuance or incurrence of evidences of indebtedness by the Funding
Corporation, secured by the direct obligation of the Company, (ii) the

8



issuance or incurrence of evidences of indebtedness in connection with any
letter of credit or financial guaranty securing the Equity Investors for the
payment of amounts payable by the Company under the Lease and related
documents, (iii) the issuance or incurrence of evidences of indebtedness
necessary for any refunding of indebtedness; (iv) the assumption of
indebtedness by the Company upon the occurrence of certain events as
required by the Leases, (v) the adjustment of rents from time to time as
required by the Leases, and (vi) the extension of supplements to the Lease
as required or pennitted by the Leases." (Decision No. 55120 at 9-10.)

10. It is important to APS and the numerous other parties to the sale-leaseback

transactions that the Sale-Leaseback Authorizations remain in full force and effect. The

parties entered into those transactions in reliance upon the Sale-Leaseback Authorizations.

Termination of Authorizations Under New Order

11. The Staff Report recommends that "[the] short-term and long-term debt levels

authorized in this proceeding terminate on December 31, 2012." (Staff Report at 6.) In

order to alleviate potential concerns about the validity of APS' indebtedness after

December 31 , 2012, APS suggests that the Commission order in this proceeding confirm

that all short~term and long-termdebt legally outstanding at December 31, 2012 remain

authorized and valid obligations of APS.

12. APS also requests that the December 31, 2012 termination date be extended until

the Commission issues a new financing order replacing the then-existing order, provided

that (a) APS files an application for a new financing order on or before December 31,

2011 and (b) the Commission has not issued an order pursuant to such application on or

before December 31, 2012. This will ensure that APS' ability to. access the capital

markets is not abruptly terminated, which would prohibit APS from funding its ongoing

operations and meeting its obligations as a public service corporation.

-9-
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15. The Staff Report recommends that, "on each occasion when APS enters into a new

long-term debt agreement, APS file with Docket Control a description of the transaction

and a demonstration that the rates and terms are consistent with those generally available

to comparable entities at the time." (Staff Report at 7.) Recognizing that the Staff Report

also recommends that the Commission deny APS' request for a declaratory order

confirming that only traditional indebtedness for borrowed Money requires Commission

approval (Staff Report at 5), APS assumes that the Staff's filing recommendation would

cover any transaction classified as long-term debt from a GAAP perspective, regardless of

its nature or size. If so, APS believes that such a requirement will result in filings for

transactions in which the Commission presumably will have little or no.interest and which

every capital lease with aFor example,will require APS time and expense to prepare.

enters into would be subj et to the tilingterm of 12 months or longer that APS

and copy machines. APSrequirement, including capital leases for vehicles, equipment,

requests that such filing requirement be limited to long-term debt agreements involving

traditional indebtedness for borrowed money. In addition, APS requests that such filing

requirement exclude any long-term debt agreement that has a principal value of less than

$5 million. As is the case with non-traditional indebtedness, APS believes that including

immaterial debt agreements among the required filings will result in filings for

transactions in which die Commission presumably will have little or no interest on an

individual basis and which will require APS time and expense to prepare.

16. The Staff Report "further recommends authorization of the other financing requests

made by APS in this application except as otherwise specified [in the Staff Report]."
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(S ta ff Re port, Exe cutive  S umma ry.) Cons is te nt with the  S ta flf's  pos ition in this  re ga rd, a s

we ll a s  the  Compa ny's  sugge s te d modifica tions  a nd cla rifica tions  a bove , the  Compa ny

has a ttached as Exhib it F to this  filing propose d la ngua ge  for a  Commis s ion Orde r in this

ma tte r, including a lte rna tive  language  in those  ca se s  in which the  Company has  sugges ted

diffe rent approaches  to the  re solution of a  specific is sue .

RES P ECTFULLY S UBMITTED this  29"' da y of Ma y, 2007.

By:
Ta m a s  L. wow - 4/

ATTORNEY FOR ARIZONA PUBLIC
SERVICE COMPANY

By: w
e w P . Fe e ne ya

Sne ll & Wilmer, L.L.P.

ATTORNEY FOR PINNACLE WEST
CAPITAL CORPORATION
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Approaches.

Calculation of Arizona Public Service Company's DSC and
proposed Modified DSC at December 31, 2 06.

Issues Regarding the DSC Requiring Commission Resolution.

Arizona Co8'>oration Commission Order in Decision No. 55120,
dated July 2 , 1986..

Arizona Corporation Commission Order in DecisionNo. 55320,
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Exhib it C

Issues Regarding the DSC Requiring Commission Resolution

Questions regarding principal on 'lone-tenn and short-terM debt:

1. Are maturities of long-term debt that existed during the prior calendar year

to be included, even if the principal on such debt has already been repaid?

2. Does APS assume that the short-terni debt balance that exists at the prior

year-end is to be repaid, even if those balances may be rolled over?

3. Does APS include maturities of long-term debt that are expected to be paid

during the upcoming calendar year?

4. Since new long-term debt is usually issued prior to the maturity date ofan

existing long-term debt series, does ApSnet the new long-tenn debt against the

matured/repurchased long-term debt during the upcoming calendar year?

5. If the new long-term debt issuance occurs before the calendar year of the

matured/repurchased long-term debt but the use of proceeds in the financing

prospectus identifies thepurpose as repaying the maturing long-term debt, does

APS net the'new long-term debt against the maturing long-term debt?

6. Since shop-term debt is often incurred prior to the issuance of new long-

term debt, does APS assume maturing short-term debt andnew long-term debt can

be netted against each other?



1-1111111

Exhibit C
Page 2 of 2

Questions Regarding "Subsequent Adjustments":

The footnote definition of DSC states that the DSC calculation is "adjusted

to reflect changes to outstanding debt".

(a) Does this include long-term and short-term debt?

(b) Does it include both increases and decreases to debt balances?

(0) Is it meant to cover both principal and interest?
/

(d) If long-term debt does not mature for several years andno principal

payments are required until maturity, does that priNcipal paymeNt

need to be added?

(e) I f interest is to be added, should itbe annualized?

(f> What rate of interest should be used for short-term debt that has been

issued at various points in time?
i
I

APS must satisfy the DSC "subsequent to any debt issuance.99

(a) Doe s  AP S  do a  pro-forma  ca lcula tion tha t would a dd the  principa l

and annualized interest on the impending debt issuance?

Cb) Please respond to questions7(a), 7(c), 7(d). and7(e) in regard to the*

pro-forma ca lcula tion of principa l a nd inte re s t.

Questions regarding the phrase "less short-term debt related to purchased power
and natural sos" in the definition of DSC •

How should APS calculate the interest offset for short-term debt related to

purchased power and natural gas costs?

I

I
I
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RE192 D. Jnwnlucs
Chairman

HARCIA nzxs
Commissioner

SHARON B. HEGDAL
Commissioner

4.
I

BOCKIT UO. u-1345464105

nnclsron no.5 5 3 , 2 0

ORDER

a cnmmeui

W°"0°(8Wé"K"°NE1E0

IN res MATTER DF THE APPLICATION or
ARIZONA PUBLIC SERVICE CGMPANY FOR Ali
ORDER OR ORDERS (1) AUTHORIZING n TO
nm-za nvro vniws TRANSACTIONS AND
AGREEMENTS RELATING ro THE SALE Am:
UPERATING x.zAs£ OF ALL OR A roan on nr
THE connuws mmlvznzn OWNERSHIP
INTEREST IN UNIT 2 OF THE ow VERDE
nucu~:An GENEBATING STATION AND CERTAIN
COHMUN FACILITIES; (2) AUTBORIZIRG n
ro ISSUE OR INCUR EVIDENCES OF
INDEBTEUIIESS In CONNECTION TBERIWITB;
(3) conlfnunnc :run 'man owner nwsnzs
AND THE EQUITY INVESTORS wu. NDT BE
"PUBLIC SERVICE CORPORAT10NS";
(4) CONFIRMING THAT THE LEASES WILL BE
"DPERATING LEASES" ran ACCOUNTING
PURPOSES; AND (S) DBSCRIBING TEE RATE-
MAKING TREATMENT OF THE rxorossn
TRANSACTIONS.

1
)
)
)
)
)
)
)
)
)
)
)
)
)
)
>
)
>
>
)
> rec -s19BG

c='f"\
ieocncrsoav \open Meeting

December 3, 1986
Phoenix, Arizona

n .Hz COMMISSION:

on November 17, 1986, Arizona Public Service Company (the "Company") filed

a lotion with the Commission requesting the demission to issue an order

confining that (i) the .Gonmniasion'a order in Decision lo. SS1201 dated

July 24, 1986, (the "Ox-der") authorizes the Company to enter into Additional

lease Tranaactiona '(as hereinafter defined) and (ii) s11 othenaspects of the

0rdar,» including, without l im i t a t i on , the l im i t a t i on  and condit ions,

author i za t ions ,  s ta tu to ry  f iannd ings ,  nd  conc lus ions  o f  1 -  se t  fo r th  the re in ,

are applicable to Additional Deane Transactions.

• • •

\ . 4

0
' x
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2 Having considered the Motion,

5 Commission finds, concludes, and orders that:

4 IIIDIIGS or her

5 1. The Company is an Arizona corporation engaged in providing electric

6 service to the public within portions of Arizona pursuant to authority granted

7 by this Commission. |

8 2. On April 22, 1986, the Company ` filed an Application with the

9 Fomission requesting, among other things, authorization to enter into one or

10 more sale and leaseback transactions relating to al l  or a portion of the

11 Company's 29.11 undivided ownership interest in the Unit 2 Facilities (as

12 hereinafter defined).

15 3. Ur July 24, 1986, the Commission issued the Order authorizing the

14 Company, among other things, to

15 Transactions and to take all such actions as nay be necessary or appropriate in

16 connection therewith, subject to the limitations and conditions contained in

17 this Decision". .

18 and leasehsck transactions relating to (i) all or a portion of the Company's

19 29.12 undivided ownership interest in Uoit 2, including, without limitation,

20 all or a portion of the Convoy's generation entitleaeot share in Unit 2 and

21 (iv certain r-1 property interests in the Palo Verde plant site ad related

22 real property (such interest in Unit z ad the real property interests being

25 hereinafter collectively referred to as the 'Unit 2 facilities' )".

24 4. Dryer,

25 august 18, 1986, the company sold ad leased hack approx-tely 20.7! Of its

26 29.12 undivided ownership interest Io the Unit 2 Facilities (the 'Initial Lease

2? l'ransactions")- The total consideration to the Company from the Initial Lease

CB transactions was $3/s1,2lo0,000.

and lzfinv fnily add--4..'° the lr.eln.i.ea, uh!

'under take ad oonaumaate the Lease

The Greer defines "Lease Tzanaactiona" as 'one or note able

Yonoant to the authorization contained in the on

i n

• * •

Decision Ka.5 5 3 4  D
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8

9

of

The Comps fv it rnrrsntly s=z'slu°t"'; a"iti:oal Les.. Tzausrrttiois

g relating to its remaining undivided ownership interest in the Unit 2 facilities

3 ("Additional Lease Transsctions"), including Additional Lease Transactions that

the Company proposes to consummate on or about Uecenber 15, 1986. Unlike the

5 Initial Lease Transactions, the proposed Becenber 1986, Lease Transactions* may

6 not include a letter of credit issued in favor of the equity investors and may

7 include s portion of the Collupsny' s interest in certain common facilities

associated with the operation of Unit 2. Another feature of the Initial Lease

Transactions, a stepped-up investment tax, will not he available in Additional

10 Lease Transactions

1 1 By its Nation, the Company requests the Commission to issue as order

12 confirming that (i) the Order authorizes the Company to enter into Additional

13 Lease Transactions and (ii) all other aspects of the Order, including, without

14 limitation, the limitations and conditions, autborisatioos, statutory findings

15 ad conclusions law therein are applicable to Additional Lease

16 Transactions

17 7 The Company is requesting the Commission to confirm that the Drder

LB authorizes Additional Lease Transactions in order to provide potential lenders

19 and investors with the required explicit assurance that Cowuunission approval for

20 the transactions has been obtained Because the testimony Io the

21 July 10, 1986, Conuunission hearing relating so the Lease Transactions discussed

22 the Initial Lease Transactions that were to take place the following north in

25 more detail than the possibil i ty of Additional loose Transactions, it is

24 conceivable that the Cider nay be improperly construed to authOrize only the

2 5  I n i t i a l  L e a s e  T r a n s a c t i o n s

25 The Additional Lease Transactions Vere approved in the Cider to the

27 extent the Initial Lease Transactions were They are also subject to the

28 limitations and conditions Pursuant to the requirements of the

u m e

la n e

Decision lo.5494 Q
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and at least

Lease

e

9

OID!!

1 Order, the Company will file .with the Commission (i) all documents executed

2 pursuant to the authorizations granted iv! the Order, including Inch documents

5 executed in connection with any Additional Lease Transactions, (ii) a plan of

disposition indicating the use to be made of the proceeds derived from any

5 Additional Lease Transactions, ( i i i ) f ive (S) days prior to

5 closing, noti f ication of any -terial  changes in the Transactions

7 authorized by the Order.

9. The recoverability of the ¢ompany's lease payments under any

Additional Lease Transactions will be decided in Docket lo. U-1345-B5-367.

10

1 1 II IS TBERZFORE OMDERED that this Emission hereby

12. (i) confirms that the Order authorizes Additional Lease Transactions;

13 confirms that a11 other aspects of the Order, including, without

14 the limitations and conditions, authorizations, statutory

15 findings, and conclusions of law set forth therein, are appl icable to

16 Additional Lease Transsctioos. . .

17 II IS mnrana ORDERED that, without limiting the foregoing confirmation,

18 approval of the Additional Lease Transactions does not conatitnte or imply

19 approval L' disapproval Hy the Commission of any particular expenditure for

20 purposes of establishing just and reasonable rates.

2 1 . -

22

23

24

25

26

27

28

( i i )

limitation,

9 4 Q Decision lo.\ 5 3 ' § Q

v .. .
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immediately .

xv ORDER OF TBE ARIZDNA CORPDRATIDN com-usszon.

.4,,/co .4 COMMISSIONERCHAIRMAN

1 . IIATTBEWS,
Arizona

let my
official of this

at the Capitol, in
Phoenix, this  § " " day

IN wmuzss YHIREOF, .nuns
Executive Secretary of the
Corporation 'Comniaaiom have hereunto
hand and eauaed the real
Conmiuion to be affixed
the City of
of • 1986.

Q '> 1
b ~ R. J , . < l< . \%~§~ ._v\

JAxzs MATTHEWS
Executive Secretary

~n1ss1»:nr
TLH/aks

Decision lo.5-6°.3QD. . 5 -

• Ur

I
11. . I
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EXHIBIT F

PROPOSED LANGUAGE FOR ORDER

[Capitalized terms used in the paragraphs below and not otherwise defined are intended to have
the meanings given in the Application.]

IT IS THEREFORE ORDERED that the Company is hereby authorized (i) to issue, sell,

and incur the Continuing Long-Term Debt and die Continululg Short-Term Debt, as such term is

definedbelow. redeem, refinance, refund, renew, reissue, roll-over, repay, and re-borrow from

time to time such Continuing Long-Term Debt and Continuing Short-Term Debt, and establish

and amend the terms and provisions of long-tenn and short-term indebtedness from time to time,

(ii) to determine the form of security, if any, for the Continuing Long-Term Debt and the

Continuing Short-Tenn Debt, execute and deliver the Security Instruments, and establish and

amend the terms and provisions of the Security Instruments, as may be deemed appropriate by

the Company if connection with the Continuing Long-Term Debt and the Continuing Short-

Tenn Debt, and (iii) to pay a ll re la ted expenses , a ll a s  contempla ted in the  Applica tion and by the

exhibits and testimony presented during the hearing in this matter.

IT IS  FURTHER ORDERED tha t the  Company is  authorized to issue  short-team debt a t

any time and from time to time (excluding current maturities of long-term debt) in an amount not

to exceed 7% of the Company's capitalization plus up to an additional $500 million for

purchases of natural gas and power. (All short-term indebtedness outstanding on the date of this

Order or hereaiier issued or incurred pursuant to this paragraph is referred to as "Continuing

S hort-Te rm De bt. ")



lllllll\ll llllIIIIIIIIlwllll III l Lu

i
Exhibit F
Page 2 of 5

IT IS  FURTHER ORDERED tha t prior to the  is sua nce  or incurre nce  of the .up to $500

million of short~te rm debt re la ting to purchases  of na tura l gas  and power, the  Company must

have a Commission authorized adjustor mechanism for recovery of natural gas or power

purchases and, if such mechanism is tennina.ted, the authorization for the additional $500 million

of short-term debt will terminate 12 moNths thereafter.

IT IS FURTHER ORDERED that if all or a portion of the authorized short-term debt

relatingto natural gas and power purchases becomes classified as long-term debt because the

amount remains outstanding for more than 12 months, such debt will continue to be counted as

Continuing Short-Term Debt and need not be counted against the Continuing Long-Term Debt

lim it ;

IT IS  FURTHER ORDERED tha t imme dia te ly subse que nt to the  is sua nce  of a ny

Continuing Long-Term Debt:

(a) The  Company must have  a  minimum common equity ra tio of 40% (the "Common

Equitv Te s t"). For purpose s  of this  te s t, the Common equity ratio is calculated as common equity

divided by the sum of such common equity and the Company'. s long-term debt (including current

maturities of long-term debt). The Common Equity Test will be calculated as of the end of the

most recent calendar quarter prior to the date Of calculation, adjusted to give effect to the

issuance of any new indebtedness (including the proposed indebtedness for which the calculation

is  be ing made ).

(b ) The Company's debt service coverage ratio ("DSC") must be equal to or greater

than 1.0. For purposes of this test, the DSC is calculated as operating income plus depreciation

and amortization plus income tax, divided by interest on short-term and long-term debt, using the

Most recent audited financial statements adjusted to reflect the interest impact of changes to

E

2
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..oufs§1id§ng deBtt6 ii1e.dafe.of"c§lcui.afio11,.cdcdated as the annualized interest at the actual

interest rate on any new debt issued after the 12 month period covered by the applicable audited

financia l s ta tements  and rema ining outs tanding on the  da te  of ca lcula tion and furthe r including

for purposes of this calculation, the annualized interest at the expected interest rate on the new

long-term debt to be issued or incurred and for which the DSC calculation is being made.

IT IS  FURTHER ORDERED tha t cha nge s  in Unite d S ta te s  ge ne ra lly a cce pte d

accounting principles ("GAAP") or changes in the interpretation of GAAP (collectively, "GAAP

Changes") shall be treated as follows:

(a) Any contract or other legally-binding arrangement to which .the Company is a

party as ofthe date of this Order (the "EXisting Obligations") Will not be considered

inde bte dne ss  for purpose s  of this  Orde r, including the  Continuing Long-Te rm De bt limit, the

Continuing Short-Term Debt limit, the Common Equity Test, and the DSC, if the Existing

Obligation was not considered indebtedness under GAAP as of the date of this Order, even i f a

GAAP Change subsequently occurs that results in an ExistiNg Obligation being considered

indebtedness. The CoMpany will notify the Commission of any GAAP Change Mat results in an

Existing Obligation being classified as indebtedness within 30 days after the  Compmyhles its

Quarterly Report on Form 10-Q or its Annual Report on Form 10-K with the Securities and

Excha nge  Commiss ion following the  e nd of the  fisca l qua rte r in which such GAAP  Cha nge

occurs (the "Notifica tion Pe riod").

(b) If, a lte r the  da te  of this  Orde r, the  Company ente rs  into a  contract or othe r lega lly-

binding arrangement that is not considered indebtedness under GAAP but subsequently is

considered indebtedness because of a GAAP Change, the Company's obligations under such

contract or other legally-binding arrangement will not be considered indebtedness for purposes

3
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ot"tHisOr<1er inc1udit;gtl;56m:iiniii1gLong-Tenn Debt limit, the Con ` ` g Short-Terin Debt

limit, the  Common Equity Tes t, and the  DS C, until furthe r Commiss ion action if, widmin the

Notifica tion P e riod, the  Compa ny file s  a n a pplica tion with the  Commiss ion spe cifica lly

requesting approval of such reclassified debt obligations.

IT IS FURTHERORDERED that the authorizations to incur short-term and long-term

debt obligationsprovided in this Order shall replace allexisting authorizations for the incurrence

of short-tenn and long-term debt, and a ll such exis ting authoriza tions  sha ll te rmina te  upon the

et3"ective date of this Order. Notwithstanding the above, the Commission's DecisionNo . 55120

(July 24, 1986) and Decision No. 55320 (December 5, 1986) (the " Sale~Leaseback

Authoriza tions") will remain in ful1.force  and effect.

IT IS  FURTHER ORDERED tha t the  short-te rm and long-term debt levels authorized in

this Order will terminate on December 31, 2012, provided that all short-term and long-term debt

outstanding at December 31, 2012 that was previously authorized pursuant to this Order shall

remain authorized and valid obligations of the Company. The DeceMber 31 , 2012 termination

da te  will be  extended until the  Commiss ion issues  a  new financing orde r replacing the  then-

existing order,.provided that (a) the Company files an application for a  new financing order on or

before December 31 , 201 l and (b) the Commission has not issued an order pursuant to such

applica tion on or be fore  December 31 ,2012.

IT IS  FURTHER ORDERED tha t on e a ch occa s ion whe n the  Compa ny e nte rs  into a  ne w

long-term debt agreement, the Company must file widl Docket Control a description of the

transaction and a demonstration that the rates and terms are consistent with those generally

available to comparable entities at the time. No such filing need be made for any such new long-

4
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'debt d' nienfiiOf. 8V5T{firig.ii5dTtioiial.indebtedness for borrowedmoney or that has a

principa l va lue  of le ss  tha n $5 million.

IT IS  FURTHER ORDERED tha t the  Company is  he reby authorized to s ign and de live r

such documents and to engage in such acts as are reasonably necessary to effectuate the

authorizations granted hereinabove .

IT IS  FURTHER ORDERED tha t the  purpose s  for which the  proposed issuances  of

Continuing Long-Term Debt and the Continuing Short~Term Debt are herein authorized are to

augment the funds available from all sources to finance the Colnpany's constmctlon, resource

acquisition and maintenance programs, to redeem or re tire outstanding securities, to repay or

refund other outstanding long-term or short-term debt and to meet certain of the Company's

worldng capital and other cash requirements. Such purposes are within those permitted by A.R.S.

Section 301 and are permitted regardless of the extent to which they may be reasonably

chargeable tO operating expenses or to income.

IT IS  FURTHER ORDERED tha t P inna cle  We st is  he re by a uthorize d unde r A.C.C. R14-

2-803 to guarantee the Company's indebtedness from time to time in indeterminate amounts.

The Company is hereby authorized to reimburse Pinnacle West for any amouNts paid by Pinnacle

West under any guarantee of the Company'sdebt from time to time, along with interest thereon .

to the date of reimbursement at a rate of interest not greater than the rate payable on the. debt so

guaranteed and pa id by P innacle  West.

IT IS  FURTHER ORDERED tha t this  De cis ion sha ll be come  e ffe ctive  irmne dia te ly.

187w23.7
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Attached are copies of the required Public Notice published within APS' service territory that ran in the Arizona
Republic on June 30, 2007 (Tear Sheet) and the Affidavit of Publication.

Jury 5, 2007

Docket Control
Arizona Corporation Commission
1200 West Washington Street
Phoenix. Arizona 85007

Pursuant to the Procedural Order dated June 22, 2007; Arizona Public Company ("APS") was ordered to provide
public notice of the hearing in this matter to its customers giving them the opportunity to file a motion to intervene
or comments with Docket

Dear Sir or Madame

Sincerely

Susan Casady
Compliance and Document
Management Supervisor

Sc/dk

Attachments

CC:

Susan Casady
Supervisor
Regulatory Affairs

RE:

Docket Control (Original, plus 13)

PUBLIC NOTICE UNDER DOCKET no. E-01345A-06-0779

§)R\GlnA

Tel. 602-250-2709
Fax 602-250-3003
e-mail Susan.Casady@aps.oom
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PUBLIC NUTICE OP HEARING ON ARIZONA PUBLICSERVICE
CQMPANY AND PINNACLE WEST CAPITAL CORPORATION'S
FINANCING APPLICATION DOCKET No. E-01345A-06-0779

On December 15, 2006, Arizona pabue Service Company ("ApS")and Pinnacle West Capital CorporatiON . '

("PWCC") filed a joint application ("Appli¢2lion") with the Arizona'CorporaEOn Commission ("Gommisdon") .
for authorization to issue long-term debt up to a cap of$4.2 billion and Sh0ll't"_t€l1n debt up In a cap
the sum of 7 percent of the Company's plus $500 million. The Application also requested an
ongoing waiver for PWCC to the indebtedness ofAPS from time to time. The CommissiOn?
has 6led a Staff Report with its recommendations on the Application. .

The Commission will hold a hearing on this rnatterbeginning at 10:00 a.m. on lulv 23,2007 at the-
Commission's offices, 1200 West Washington Street, Phoenix, Arizona 85007. Public Comments
will be taken in Phoenix at the beginning of hearing. Copies of APS and PWCC's application are
available at its office 400 N. 5"' Street, Phoenix,AZ 85004, on the internet vialthe'Commission .
website (wwW.azcc.gov)using the e-dMket function. aNd at the Commission's offices for public _
inspection during regular business hours. '

1.

ThelawprnwidmforIm:e1'ventionintl\eComlpIssibn'spmo;:éedlngsontheappIi§:adti~onbyanyplel;lnu1\ .
hazvlngadilrectamdsubst:\n:tia!.lnterestinthemnrttenP*e1nl¢msd-~ ldngtoinmerverze mustileavidtineiz
rnotiontointewenewiththeCommissinm\.whiqhm~o~d~ond\o.lildbesenttotheComupu1nyoriiseoiulai .
andtoallpardesofmecomnjd.andwl\i¢h.atthemliiilllI1m.shldlcomILlnthei:}lllunnilng: ..

The name,address, and telephone number of the proposed intervenor and of any party
upon whom service of .documents is to be made if different than theintervenor.

2.

A statement certifying that a copy of the motion to intervene hasbeenmailed to the
Company or its counsel and to all Parties of recorden the case.

The granting of motions to intervene shall be governed by A.A.C. R14-3-105, except thatall motions ,
to intervene must be filed on or before Idly 11, 2007. The granting of intervention, among other things, .
entitles a party to present sworn evidence at .hearing and to cross-examine other witnesses;HoWever,
failure to intervene will not preclude any customer from appearing at the hearing and making a..
statement on such customer's own behalf

3. ¢

I

A short statement of the proposed intervenor's interest in the proceeding (e.g., a customer
. of the Company, a stockholder of the Company, etc.). '

For information about requesting intervention, visit the Arizona Corporation CommissionS webpage at
http://www.azcc.gov/utility/forms/index.htm. Any person may file written comments on the application, '
without seeking intervention, by mailing copies to the CommiSsion, APS and PWCC. Requests.to intervene
and written comments should include the docket number E-01345A-06-0079.

If you have any substantive questions about this application you may contact the Company at-
Susan Caddy, Compliance and Document Management Supervisor, 400 N. 54- Stlvéeb Phoenix, AZ 85004,
602-250-2709, Susan.Casady@aps.com.

If you wish to tile written comments regarding the application, or want further information on
intervention, you may contact the Consumer Services Section of the Commission at 1200 WeSt
Washington Street, Phoenix, Arizona 85007, or all 1-800-222-7000.

K

The ComMission do not diseriminateon the basis of disability in admission No its public meetings...
Persons with a disability may request a reasonable accommodation such as a sign language
as well as request this document in'an alternative format, by contactiNg the ADA Coordinator - .
Hogan, E-mail Lhogai1@azcc.gov, voice phone number 602-542-3931. Requests should be made aS early .
as possible to allow time to arraNge the accommodation.|
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AFFIDAVIT OF PUBLICATION
I

I

:
I
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THE ARIZONA REPUBLIC

STATE OF ARIZONA
COUNTY OFMARICOPA ss.

Marilyn Greenwood, being first duly -sworn, upon oath
deposes and says: That she is a legal advertising
representative of the Arizona Business Gazette, a.newspaper
of general circulation in die county of Maricopa, State of
Arizona, published at Phoenix, Arizona, by Phoenix
Newspapers Inc., which also publishes The Arizona
Republic, and that die copy hereto attached is a true copy of
the advertisement published in the said paper on the dates as
indicated.

The Arizona RepubliC

June 30, 2007

Sworn to before me this
5 day of
July A.D. 2007

os=Flc1ALs~EJi;L
G L O R IA  S A L D Iv

NOTARYPUBUC-ARIZONA
PIN AL  c oum w

My Comm. Expires Dec. 2, RT

Notary Public

I


